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Record results in net income, total revenues, and global
insurance in force made 2006 a very good year for PMI.
Achieving this success while making homeownership pos-
sible for more than two million individuals and families
worldwide is a testament to PMI's mission—expanding
homeownership and strengthening communities while
creating lasting value for our shareholders. With a growing
footprint around the world and the ability to offer a wider
range of credit enhancement products, we are finding
strength in our unique business model of combining wholly
owned operations and strategic investments to provide a
platform for balanced growth.

internationally, we opened offices in Frankfurt, Germany
and Brussels, Belgium, adding to our existing locations
in Australia, New Zealand, Ireland, the United Kingdom,
taly, and Hong Kong. Our presence in Brussels, the
seat of the European Union and the European regulatory
structure, will provide us a proactive voice in the devel-
opment of the European mortgage market.

We restructured PMI Asia into a wholly owned subsidiary
to maximize our ability to serve Hong Kong and other
Asian markets, where growth in high loan-to-value lend-
ing is driving market expansion. We opened an office in
Torento to begin operations in Canada, the second largest
mortgage insurance market in the world, and we received
regulatory approval in March 2007. In Australia, PM!
passed the milestane of one million policies in force.

In the United States, we launched PM! Guaranty Co.,

our new AA-rated surety company, which closed the year
with a $562 million municipal bond reinsurance transac-
tion with FGIC, demonstrating its ability to broaden our
financial guaranty capabilities. We also saw the passage
of legislation allowing homebuyers to deduct the cost of
mortgage insurance premiums on their federal income tax
returns, a welcome change for low- to moderate-income

individuals and families that also creates a more level
playing field for the industry.

We began the year with the successful launch of pmiCen-
tral, a total reengineering of all back-office functions and
the largest technology project in PMI's history. We ended
the year by rolling out pmiCentral in ltaly, where it has,
enabled us to bring a new level of responsiveness and -
efficiency to the market.

On the financial front, we issued a $400 million Senior
Debt Offering, which included 30-year senior notes, the
first ever issued in the mortgage insurance sector, and .
concluded several capital management initiatives that®
simplified our capital structure and reduced our cost of
capital. Overal!, we finished the year with momentum j
and are poised for success in 2007.

Making Risk Rewarding

As we grow, we remain committed
to our mission, vision, and values,
which create alignment and purpose | '
for all of our business segments. %

Cur mission is vital and enduring:
to expand homeownership and '
strengthen communities by deliver- \J
ing innovative solutions to financial

markets worldwide. For 35 years, we
have helped individuals and families
become homeowners by supporting

low down payment mortgages. While
the societal benefits of homeownership
are significant, to thrive, communities also
need schools, hospitals, bridges, utilities,
and transportation. PMI facilitates
access to capital markets




financing for these projects, which are vital to commu-
nity strength and development.

Our vision is clear: to be the premier global provider of
financial products that reduce risks, lower costs, and
expand market access for our custorners.-PMI's products
support the world's mortgage finance systems and capital
markets by protecting lenders and investors against
default and credit losses. We achieve this while helping
homebuyers, governments, and other security issiers
ohtain access to affordable financing.

Our new tagline—Making Risk Rewarding—describes
the commitment we make to our customers every day.
PM! has a reputation for innovation and responsiveness,
backed by financial strength. We are dedicated tc part-
nering with our customers over the long term to ensure
mutual success, all of which is summed up in Making
Risk Rewarding.

Opening Doors Around the World

We continue to expand our core competencies and
franchise. Our risk management expertise now spans
the credit spectrum, covering more asset classes and
loss layers. We provide more innovative capital markets
structures designed to enhance our customers’ competi-
tive advantage and enable them to grow their business.
Our knowledge of barrower behaviors in regional markets
under a variety of economic conditions helps us tailor
products and services to local market needs.

PMI's innovative solutions, solid capital and financial
foundation, and experienced management team position
us to meet the needs of the evolving global mortgage
marketplace. In the United States, we experienced a
more favorable regulatory climate in 2006 as the rec-
ognition of credit risk increased, new federal and state
mortgage lending guidance made mortgage insurance
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more attractive, and mortgage insurance premiums
became tax dedlctible. The regulatory environment

in Europe also improved dramatically in 2006 with
increased recognition of the value of our products.
Our businjess strategy allows us to balance our exposure
across geographies and credit cycles. Our product array
and risk management expertise make us a leader in
assuming and managing credit risk.

Balance and Growth
The strong and ljnique business enterprise we have

established is generating opportunities for growth and
profitabil|ty.

In the United St’ates, we are meeting the needs of an
expanding mortgage insurance market with innovative
product solution’s for first-time homebuyers and under-
served markets, extensive use of e-commerce to improve
operatiné efficiencies, disciplined risk management to
reduce volatility; and expanded credit enhancement
capabilities. Thé success of our U.S. mortgage insurance
operations relies on a basic but important principle: we
help lenders expand the market by offering borrowers a
simple, safe, and smart way to buy a home with a low
down payment. Our U.S. eperations continue to be very
profitablg and have created a strong financial foundatien
for our business:strategy.

At the same time, our expanding international operations
and financial guaranty segment offer new and exciting
opportunities. .

We are optimizirjg our growth potential by expanding
our rangd of asset classes and loss segments, including
first loss,| mezzanine level, and remote loss. Increasing
homeowrjership rates around the world, capital markets
develepments, and regulatory acceptance will offer con-
tinued opportunity.

- !'.u:musn J "__




Our financial guaranty investments have an increasing
presence in profitable segments and a continued capac-
ity for growth in net income and return on equity. FGIC
continues to successfully execute its business plan and
has created a robust financial guaranty platform across
all sectors, both in the United States and internation-
ally. RAM Reinsurance Company had a successful initial
public offering in 2006, and this strategic investment
continues to create value,

As we expand our global reach, we focus on being im-
porters and exporters of knowledge and best practices,
further increasing our value to our customers. Through
our mortgage insurance subsidiaries and financial guar-
anty investments, we have created synergies that enable
us to capitalize on opportunities around the globe. The
combination of these strong businesses enables us to
build shareholder value into the future.

PMl's management team is focused on the prudent use
of shareholder capital, balancing investments in our
business initiatives, common share repurchases, and
common share dividends. In 2006, we repurchased
11.4 million common shares, paid common shareholder
dividends of $18 million, and utilized $200 million in
capital to fund the launch of PMI Guaranty.

Since becoming public in 1995, we have achieved

a compound annual growth rate of 12 percent in net
income and 16 percent in book value. We closed out
2006 with record revenues exceeding $1.2 billion and
consolidated net income of $419.7 million, or $4.57
per diluted share. Our book value per share at 2006 year
end was $41.14, a 13 percent increase over 2005.

Continued Commitment to Citizenship and Excellence
PMI is committed to building stronger communities, not

only as part of our day-to-day business, but also through
our corparate philanthropy. Our continued commitment to

L. Stephen Smith

corporate citizenship, described in the Policy, Advocacy,
and Action section later in this report, is an important .
part of our culture that motivates our employees and lead-
ership team in their quest for excellence. Qur success is
due to all of the dedicated members of the PMI team, as
well as to our experienced board of directors, innovative
customers, community partners, and loyal shareholders.

| want to express my appreciation to all of them for helping
us to fulfill cur potential and make a difference. Addi-
tionally, | want to add a special word of thanks to Roger
Haughton, PMI's Chairman, who retires from the board in
May. Roger's wisdom, thoughtful advice, and dedication
were great assets to the board of directors, as well as to
me personally, and his legacy benefits all shareholders.

| thank you for your confidence in and support of our
company, and | look forward to another successful year
in 2007.

Chief Executive Officer, Presidént, and Chief Operating Officer,

The PMI Group, Inc.
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CONSOLIDATE

FINANCIAL

CARITAL HIG

Donald P. Lofe, Jr. /
Executive Vice President and Chief Financial Officer,
The PMI Group, Inc.

PMI reported another year of positive financial perfor-
mance in 2006, achieving consolidated revenues exceed-
ing $1.2 billion. We grew our consolidated net income

to a record $419.7 million, or $4.57 per diluted share,
compared to $409.2 million, or $4.10 per dilutec share,
in 2005. This represents increases of 2.6 percent and
11.5 percent, respectively. Book value per share at year
end was $41.14, a 13 percent increase over 2005.

In 2006, PMI undertook several significant capital initia-
tives: to achieve a more simplified and cost efficient
capital structure, to continue to return vafue to our
shareholders by redeploying excess capital through com-
mon share repurchases, and to enhance and expand our
revolving credit facility.

We took actions during the year to manage the effects of

two complex capital instruments—the 2.5 percent senior
coentingent convertible debentures {CoCos} and the 5.875
percent hybrid income term security units (HITS).

Because the cost of the CoCos to PMI increased with our
common share price, our board of directors approved a
capital plan to issue senior debt and use the proceeds

to call and retire them, In September, we issued $250
million of senior notes with a 10-year maturity and $150
million of senior notes with a 30-year maturity—the first
30-year senior debt instrument successfully issued by a
mortgage insurance company. The proceeds were used to
call and retire the CoCos in the fourth quarter.

The other components of our capital structure were the
HITS instruments, which consisted of 3 percent, five-year
senior notes and stack purchase contracts obligating hotd-
ers to purchase $345 million of our commaon stock. Hold-
ers of the HITS had the option to require us to remarket
the five-year senior notes in August 2006, and virtuaily all
holders exercised this option. PMI purchased and ratired
$300 million of the notes, as this offered an excellent
opportunity to reduce our current leverage ratio now versus
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allowing this debt component te mature in two years.

The rema[ketingiof this debt provided the HITS holders
with cashl which they used to meet their stock purchase
obligatior‘s to us: In turn, PM| was required to issue new
common shares to fulfill our requirements under the stock
purchasercontrac.fts.'ln accordance with this obligation, we
issued apbroximately 8 million common shares in Novem-
ber 2006)and received proceeds of $345 million.

To mitigate the potentially dilutive effects of issuing these
shares, PMI entered into an accelerated stock repurchase
program i Augufst 2006 for $345 million. This program
was funded by a $345 million bridge loan that we repaid
in November with the proceeds from the issuance of the
common shares to the holders of the HITS, Under the first
phase of t'he accelerated stock repurchase program, we
received approximately 7.2 million common shares, the
minimum|due urider the program. Until the anticipated
conclusion of the program in the second quarter of 2007,
the total rumberiof common shares repurchased under
the program cannot be determined. As a result of these
initiatives| we now have a more simplified and cost effi-
cient capital structure and an overall lower cost of capital.

We continlied to }nanage our capital base by redeploying
excess capital from the U.S. mortgage insurance company
to our holding company to fund the repurchase of our com-
mon sharés outstanding. We also capitalized certain stra-
tegic investments such as PMI Guaranty. In 2006, in ad-
dition to r?purchasing the common shares associated with
the HITS, we entered into a $40 million common share
repurchasl; program through a 10b5-1 plan, under which
we repurchased a'pproximately 907,000 common shares
at an average pric;e of $44.11 per share. Since becoming
a public company in 1995, PMI has repurchased approxi-
mately $113 billidn, or 39.4 million common shares.

The company also enhanced and expanded our revolving
credit facifity. We received commitments from a consor-
tium of se}fen finéncial institutions in the amount of $400
million with the option to increase the facility to $500
million. We also extended the maturity of the facility until
2011, which prov?ides a significant increase to our poten-
tial liquidity fromiour previous $175 million credit facility.




As of and for the Years
Ended December 31, 2006 ; 2005 2004
{Doliars in thous}mds, except per share data cr as otherwise noted)
Total revenues $ 1,206,037 % 1,117,783 $ 1,038,236
Net income ! $ 419,651 $ 409,169 $ 399,333
Total assets $ 5,320,146 % 5,254,136 $ 5,145,967
Sharehclders' equity $ 3,568,590 $ 3,230,790 $ 3,137,755
Return on equity 12.70% 12.70% 13.40%
Shares Outstanding (in thousands)
Basic at year end 86,747 28,713 94,025
Basic weighted-average 86,478 91,738 95,452
Diluted weighted-average 92,866 101,620 105,231
Per Share Data
Book value $ 4114 $  36.42 $ 3337 ,
Diluted net income ™ 3 4.57 $ 4.10 $ 3.87 ' :
Cash dividends declared $ 0.21 $ 0.20 $ 0.17 :

(1) Net income from continuing operations for 2004 was $366.5 million, or $3.55 per diluted share, and does not
include the results from American Pioneer Title Insurance Company (APTIC). Included in the consolidated net income !
for 2004 was a $29 million after-tax gain on the sate of APTIC in the first quarter of 2004,

{2) Return on equity is calculated using an average of the twelve months ending balances of shareholders’ equity
for the respective calendar year.

e

PMI ended the year with a strong capital base of approximately $3.6 biilion. As a
result of the successful execution of our capital initiatives in 2006 as weall as the over-
all financial stability of the company, PM| has a simpler and more cost efficient
capital structure and a stronger consolidated financial position. The
benefits of our capital and financial initiatives will continue to become
more evident as PMI grows and expands in the years to come, build-
ing upon the solid capital and financial foundation we have built for
the company and our shareholders.
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David H. Katkov / President and Chief Operating Dfficer,
PMI Mortgage Insurance Co.

In 20086, our domestic mortgage insurance business
experienced the most favorable operating environment
in several years, The industry-wide penetration rate
increased to more than 10 percent, fueled by a steady
shift to purchase money mortgages, a loan type for which
mortgage insurance is particularly well suited. We ended
2006 with Congress enacting a long-awaited change in
the tax code making mortgage insurance premiums tax
deductible in 2007 for many low- to moderate-income
borrowers. This legislation, along with rising consumer
awareness of the risks associated with piggyback and
non-traditional mortgages, should level the playing field
for our product in 2007.

Cur disciplined approach to credit risk management and
pricing allowed us to generate quality growth in iotal
revenues and net income, mid-teens return on equity,
and increased total dividends to our parent company.
Primary insurance in force growth showed positive momen-
tum with a year-end balance of $102.6 billion. We applied
our deep understanding of credit default behaviors to cre-
atively and successfully operate in the growing structured
finance channel. And we continued to optimize our acqui-
sition processes to reduce operating expenses, lowering
our operating expense ratio to 23.2 percent.

INSURAN

UARANTY /

PMi's portfolio is diversified by product type and geog-
raphy and characterized by modest average loan size.
Fixed rate Ioans“ represent 81.3 percent of our portfolio.
The top 10 states comprise 52.9 percent of risk in force,
with no single state representing more than 10.7 percent
of the polrtfolio.|Credit is performing within our expecta-
tions, angd book years 2004 and earlier are past their
peak losses.

Looking forward; we believe that our flow channel product
offerings|are corﬁpelling to our target market of low- and
moderate—incom;e, first-time homebuyers. We have intensi-
fied efforlts to be:tter educate lenders on how to offer their
customers a Iowldown payment mortgage that uses mort-
gage insdrance ilnstead of more exotic loan types. In our
structured transzlactions business, we are developing credit
enhancement so'Iutions that are cost effective and capital
efficient for mortgage-backed securities issuers and
portfolio lenders, We expect that we will bring additional
creativity|to thislmarket through the expanded capabilities
available|through the launch of PMI Guaranty. And we will
do all this with a careful eye on generating sustainable,
risk-adjusted returns for our shareholders.

e
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Bradley M. Shuster / President and Chief Executive Officer,
PMI Capital Corporation

With the launch of PMI Guaranty, the inauguration of our
business in Canada, and the expansion of operations in
Eurcpe and Asia, in 2006 we put into practice our vision
of offering credit enhancement across the credit spectrum
and around the globe.

In Canada, we launched a mortgage insurance company
that will serve the conforming and non-conforming markets
with innovative products and services; we received regula-
tory approval in early 2007. Canada is the second largest
mortgage insurance market in the world, with a high mort-
gage insurance penetration rate and more than $300 billion
of insurance in force at year-end 2006, about one-third the
size of the U.S. market.

In Europe, where we offer innovative solutions for primary
and capital markets, we expanded our Italian operations,
where we are working with custorners to implement innova-
tions such as customized business delivery systems. We
opened a new branch in Frankfurt, Germany, which has a
structured transactions focus and ended the year with a
€2.9 billion (U$$3.8 billion) securitized credit portfolio
transaction. Our new office in Brussels, Belgium focuses
on regulatory relations, especially those associated with the
implementation of Basel I1. Across the European Union,
we are seeing increased regulatory acceptance of the value
of mortgage insurance as a credit enhancement solution.

Reorganized as a wholly owned subsidiary in 2006, PMI
Asia is now positioned to support further expansion in

Asia as opportunities develop, and continues to be a lead-
ing provider of reinsurance to the Hong Kong Mortgage
Corporation.

In Australia and New Zealand, PMI is a leading mortgage
insurance provider with key relationships with top lenders.
While loss rates in Australia are normalizing, the national
economy remains strong with steady demand from first-
time homebuyers.

We continue to monitor and evaluate markets in Central
Europe, Asia, and other areas for new growth opportunities.

In the financial guaranty segment, our focus was on the
successful launch of PMI Guaranty, which strengthens

our ability to provide comprehensive credit enhancement
across all risk layers through direct and reinsurance struc-
tures. This platform offers significant opportunities for syn-
ergies with both our first loss mortgage insurance business
and our strategic investment in FGIC. We are pleased that
we are now able to offer more comprehensive credit ,
enhancement solutions to our customers.




SK MANAG

We are in the business of taking risk. We have been suc-
cessful aver the years because we continuously enhance
our core competency in risk management.

We believe good risk management staris af the enterprise
level, where we analyze our various business models and the
larger environment to better understand our credit, market,
strategic, and operational risks and their inter-relationships.
At the very highest level, we manage risk across our group
of companies to ensure we are diversified glcbally, as well
as spread across multiple business lines, asset classes,
products, customers, and channels to provide a balanced
platform for growth. Through a careful balance of central-
ized and decentralized risk experts, our risk management ¢
function spans all of our business segments.

Although we manage risk at the enterprise level to ensure
the sharing of expertise and best practices across all busi-
ness segments, we have developed practices unique to lo-
cations, products, and collateral. For instance, in our L.S.
mortgage insurance business we analyze performance
and predict the likelihood of an insured loan going to
claim using a variety of statistical models, which analyze
how borrower, Yoan, and property characteristics are
affected by demographic, geographic, economic, and real
estate cycles. We use this data to develop and refine how
we price our coverage and establish concentration limits
for our portfolic. We have adapted some of these models
to the unique mortgage insurance environments in other

ENT /

countries to supplement models and business approaches
that have previolusly been developed there.

We establish Ios|>s reserves to recognize the liability of
unpaid it?sses a'lnd EXPENses in each business line on an
independent basis. To validate our estimates, we develop
scenano% usmgfgenerafly recoghized actuarial projection
methodologies that result in a range of possible losses.
Regular, rigorous review by management locally and at the
enterprise level :is a key element of this process.

Our high|quality, low risk investment portfolio balances
the risk in our insurance portfolio. Our investment portfo-
lio, including those of our unconsolidated subsidiaries,

is regularly monlitored to assess the performance of
investment strategies. We continue to see consistent,
competitive afteir -tax returns and a high level of invest-
ment income wh|Ie maintaining adequate levels of
liquidity, |safety, |and preservation of capital.

ENTERPRISE RISK MANAGEMENT

Measuring and managing risk at the enterprise level is a core gompetency for PMI. The global risk
manageament group works together to ensure we are taking a 360-degree view of the risks we face.
|

Joanne M. Berkowitz / Executive Vice President and Chief Enterprise Risk Officér, The PM! Group, Inc.




UNITED STATES
Mark F. Milner / Senior Vice President and Chief Risk
Oiticer, PMI Mortgage Insurance Co.

In the United States, tools like the PMI U.S. Market
Risk Index, which measures the likelihood of home price
declines, help us maintain a balanced portfolio. We
manage a portfolio that is well diversified by product
type and geography.

INTERNATIONAL
Pat Mathis / Senior Vice President and Chief Risk Officer,
PMI Capital Corporation

Our international operations track movements in the
market and emerging borrower trends to balance risk
concentrations in our book of business. We maintain
a diversified portfolio across geographies in order to

~ provide aggregate balance and stability as individual
markets move through real estate and economic cycles.

PMI GUARANTY

Bonny Z. Dorland / Senior Vice President and Chief Credit
Oificer, PMI Guaranty Co.

Bond insurance has changed dramatically in the last few
years. We now provide a wide array of risk solutions to the:
global markets, from market access and cost savings to
multi-billion dollar structured financings. We are proud to
add value as well as expertise while ensuring sound risk
discipline and standards.

left to right: Pat Mathis, Joanne M. Berkowitz,
Mark F. Milner, Bonny Z. Dorfand




ININOVATIVE

PMI GUARANTY

Art Slepian / Chief Executive Officer, PMI Guaranty Co.
Winston T. Wohr / Managing Director and Chief
Operating Officer, PM| Guaranty Co. :

PMI Guaranty, PMI's new AA-rated surety company, fulfills
PMI’s goal of providing credit enhancement across the

risk spectrum. Our products now extend from the first

loss position taken by our mortgage insurance operations
through the mezzanine level to the remote loss position
offered through our strategic investments in financial guar-
anty. Building upon PMI’s expert underwriting, financial
strength, and market leadership, PMI| Guaranty provides
customized solutions to meet the credit enhancement and
insurance needs of customers in mortgages and c:her asset
types. PMI Guaranty also allows PMI to offer balance sheet
protection and economic capital relief through portfolio
credit enhancement, reinsurance of non-mortgage expo-
sures, and credit default swap capabilities. PMI Guaranty
designs new structures that ensure liquidity and the best
economic solution for our customers. This new company
enables PMI to compete in several profitable niches that
are a natural extension of our existing business lines.

Our expanded strategic position enables us to insure a
broader array of risks. We are now better able to structure .
products in the mezzanine through remote loss layers, in
addition to the first loss risk protection offered through our
mortgage insurance products.

| r——
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STRUCTURED FINANCE

Jan Wa[lker ! Senior Vice President, Structured Transactions
and Structured;Product Development, PMI Mortgage
Insurance Co.

Structured finance is an increasingly important segment
of the mortgagé finance industry and a growing source of
busines§ for PI\{II. In the structured channel, our primary
cornpetition is not only our traditional mortgage insurance
competitors, but also other structures internal to the secu-
rity. Examples of competing structures include senior-sub
structures and over-collateralization.

Investorlacceptance of these features changes with current
market conditions. Depending on these conditions, an
issuer may find mortgage insurance an appealing arbitrage

for better execution.

PMI's st ucturec:i finance team constantly innovates to re-
spond to quickly evolving customer needs. We tailor credit
enhancement programs to help customers reach their
financial|objectives while meeting cur own return and risk
diversification objectives. PMI's AA rating benefits balance
sheet lenders by optimizing their regulatory capital. Those
who seculritize Iéans also benefit from PMI's ratings, which
help to ensure that new issues trade more efficiently and
gain mcrleased market acceptance.

The global mortgage finance system is dynamic
and cortplex, demanding novel and fiexible
responses from its participants. PMI is recognized
for deve opmg mnovative solutions that meet
market needs around the world. By monitoring
industryitrends customer preferences and cus-
tomer a qwsmon models, PM is able to provide
cutling- %dge solutions designed to enhance our
customers’ cornpetltlve advantage.




CREDIT DEFAULT SWAPS

Claudia Schneider / Country Manager, Germany,
PMI Mortgage Insurance Company Limited (PMI Europe)

In Germany, PMI has become a leader in using credit
default swap technology to help banks manage capital

more efficiently. PMI has helped customers save millions -

in capitat and is well positioned for growth in this area.

Credit default swaps are one type of credit protection
recognized in the new Basel || bank capital rules. PMI
anticipates their rapid development and use because of
certain advantages banks can gain from their use. When
credit default swaps are coupled with covered bonds—an
on-baiance sheet funding technigue European banks are
increasingly using to fund their mortgage lending activi-
ties—they provide efficient funding, reduce regulatory
capital, and enable banks to minimize their exposure

to credit losses.

Basel Il also recognizes other forms of protection PMI
Europe offers. German and other European banks are
rapidly building their abilities to originate high loan-
to-value loans. PMI Europe offers a unique set of tools
to help banks manage the risk associated with high LTV
lending, reduce their exposure to loss, and minimize
the capital they must hold against these mortgages.

PMI's broad experience as a structured credit protection

provider and flexibility in adapting modern capital markets
products to customers’ needs will continue to make us a
market leader in existing and new credit protection tech-
niques for residential mortgage risk.

left to right: Art Slepian, Jan Walker,
Claudia Schneider, Winston T. Wohr, Dan Roberts

TECHNOLOGY :
Dan Roberts / Executive Vice President and Chief ‘
Information Officer, The PMI Group, Inc.

PMI is constantly evolving to anticipate and respond to .
marketplace needs. We are known for developing innova:—
tive product structures that reduce risks, lower costs, and
expand access for market participants, and this is made
possible by a strong, flexible technology foundation that
supports these sophisticated financial transactions. '

For example, we recently completed a substantial initia-
tive to consolidate and streamline our back-end business
processes onto a centralized platform, pmiCentral, which
allows us to adapt the servicing processes needed to sup-
port new products and features promptly and efficiently.
Mareover, the pmiCentral platform enables the company
to implement support for new business units quickly, as
we did in ltaly and Canada in 2006,

The powerful infrastructure we have built allows us to

easily monitor mortgage markets, credit conditions, and
loan performance around the world, supporting our core
competency, credit risk management. '




GLOBA

LOCAL EXP

Tony Porter / Executive Vice President and Managing Director,
International Mortgage Insurance, PMI Capital Corporation

PMI Europe finished its fifth full year of operation with
€36.7 billion {US$48.5 billion) of insurance in force from
five different countries. During the year, we opened

two new offices in Frankfurt, Germany and Brussels,
Belgium. We now have five offices across Europe and
more are planned.

At the end of 2006, in two capital markets transactions,
PMI Europe provided risk protection on more than €54 bil-
lion (US$7.1 billion) of mortgage loans. These transactions
illustrate the strength of the mortgage market in Germany
and the potential for our German branch office, which

" oppened in mid-2006.

Our Milan, Italy branch continues to establish new
customer relationships and has steadily added to its
pipeline of new business. PMI Europe's Brussels office
was created to promote greater understanding among
policy makers and regulators about the benefits of mort-
gage insurance in the mortgage finance system. We have
made quick and effective progress in this area. Mortgage
insurance is now recognized within the new banking
capital framework at the European Union level and at
the naticnal level in several countries. PMI Europe is
well positioned for growth in 2007 and beyond.
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Janet C. Martin'/ Managing Director,
PMI Mortgage Insurance Company Canada (PM! Canada)

PMI Canada has established a presence and received regu-
latory approval in March 2007. We expect a government
guarante%e and sitrong ratings from DBRS to follow shortiy.
We will offer loan-level primary mortgage insurance for
residenti?l mortgages and portfolio insurance for pools of
mortgageI loans. Our flexible mortgage insurance products
and delivery methods will enable lenders to grow their
business|by giving them the confidence to offer low down
payment mortgage products to a wider range of consumers,
PMI Cangda's st:rong rating will provide significant capital
markets I::Jenefits to lenders, issuers, and investors in mort-
gages. PMI coverage will also provide very high regulatory
capital rejief to banks and other federally regulated lenders.
We are committed to providing greater choice to lenders
and creating greater homeownership opportunities for
Canadians by bringing real value to the Canadian market-
place, Our globa| expertise, gained through our successful
experienge on four continents, will allow PMI to effectively
serve the|local rrllarket needs in Canada. PMI's underwrit-
ing and rilsk maqagement practices and strengths have
enabled lenders around the world to extend mortgages to
new groups of borrowers, and we are excited about helping

to expand the Canadian market in the same way.
I
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Credit enhancement solutions succeed when they
are adapted to|the unigue charactenstics of local
markets.! PMI is known as a global company with
a local approacjh to doing business, recognized for
understandingilocal conditions and tailoring prod-
ucts to lgcal needs. Serving mortgage markets in
Asia, Australia land New Zealand, Canada, Europe,




IN ASIA

Jonathan Chan / Ménaging Director,
PMI Mortgage Insurance Asia Limited (PMI Asia}

PM1 was the first mortgage insurer to enter Hong Kong in
1999. We are proud that in the eight years since, we have
played an instrumental role in lowering the minimum dawn
payment from 30 percent to 5 percent, and in the process,
helped more than 40,000 families realize their dreams of
owning a home.

Strong performance in Hong Kong, combined with our
regional expertise, is leading to oppertunities for expan-
sion in other Asian markets. In 2006, we restructured PM|
Asia into a wholly owned subsidiary that gives us a better
platform and more resources to serve Hong Kong and other’
Asian markets. We are excited about the benefits that the
expansion of high loan-to-value lending can bring to Asia

in the future.

IN AUSTRALIA

lan Graham / Chief Executive Officer,
PMI Mortgage Insurance Ltd. (PMI Australia)

PMI Australia has embraced new ways of thinking to ?
pravide a range of credit enhancement solutions to bank
and non-bank lending institutions, making homeowner- !
ship possible for more Australians and New Zealanders. |
Through our proactive approach, innovative products and
services, and long-standing knowledge and expertise, PMI
helps its customers reduce risk and grow their business.
With the launch of our new, simplified product range, we
expanded our market reach and profile, and experienced
significant growth in our new business in 2006. ‘
t
PMI also provides important credit enhancement to resi- ‘}
dential mortgage-backed security programs. These credit -
enhancement products provide confidence to investors,
enabling residential mortgage-backed securities funders -
to access international capital markets. In 2006, PMI
assisted a major bank to be the first foreign issuer to
meet the new SEC Regulation AB requirements in the

P

U.S. market. ‘

f

In 2006, we also achieved the milestone of more than one
million policies in force, with an insurance in force value :
of AU$189 billion (US$149 billion) in Australia and New :
Zealand. This landmark reflects PMI's strong growth and |
leadership role in helping lenders meet their borrowers’ i
needs for affordable home finance.

and the United States, PMI is recognized for its
combination of sound risk management, creative
product solutions, and flexible responses to chang-
ing requirements. As global mortgage markets
continue to evolve, PMI takes the lead to provide
the unique products and services customers
require in local communities.

left to right: Tony Porter, Janet C. Martin, Jonathan Chan, lan Graham
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PMI's public policy group works with policy makers
worldwide to expand the significant role PMI and mort-
gage insurance play in the global financial markets. PMI
advocates affordable housing solutions and provides a
valuable and unique perspective to public policy discus-
sions aimed at increasing the availability of mortgage
funds to greater segments of the population, primarity
those who would not be able to afford their own home
without mortgage insurance, while at the same time
reducing overall risk to the financial systems. :

i
In the United States, we work to educate key pclicy
makers on PMI’s business and the value we bring to the
mortgage market. Qur government relations team devel-
ops and executes legislative and regulatory strategies to
protect the company’s interests and to achieve important
policy objectives. PMI's ongoing advocacy efiorts contrib-
uted to the passage of new legislation in 2006 that allows
homebuyers to deduct the cost of mortgage insurance
premiums on their 2007 federal income tax returns. We
also work with consumer, special interest, and affinity
groups to promote mortgage insurance as a simple, safe,
and smart way to buy a house with a low down p;ayment.
In Europe, we develop regulatory affairs strategies and
work with regulators and governments at European Union
and national levels, We also support and participate in the

broader public and legistative discussion of housing-related

——— .

CY, ADVOCACY,
D ACTION/

issues with a s'leries of industry roundtables focused on
identif)’ing challenges and solutions to homeownership.

In Australia, w:e work closely with key industry groups,
regulatprs, and government agencies to increase aware-
ness of the begnefits of mortgage insurance, and address
and influence regulatory change that promotes affordable
housin solutu!:-ns PMI was the first mortgage insurance
prowder to |ntroduce a specific program for first-time
homebuyers, rpaklng it possible for them to capitalize on
government-subsidized grants. And PMI Asia’s leader-
ship in]:-iong P{ong has been instrumental in lowering the
minimum down payment for homebuyers from 30 percent
to 5 pefcent.

PMI's advocacy efforts extend beyond public policy to
philanthropy ar;1d volunteerism. We believe that business
succesy is about more than the bottom line, and that
|nvestrn1ents |n|fam|I|es and communities are investments
in the flture. V‘lle are guided by the principle of expanding
homeow nershu? opportunities for families around the world.

|
Our long-standing partnership with Habitat for Humanity

"is the cc‘)rnerstone of our volunteer efforts. From Dublin,

Ireland to Mooroolbark Australia to Eagle Butte, South
Dakota,|our erqployees participate in Habitat for Human-
ity builgs arouqd the globe. To date, we have sponsored or
participated inthe construction of more than 150 homes.

l
l
|
|




Our support extends to other organizations whose goals
complement PM!’s mission of expanding homeowner-
ship and strengthening communities worldwide. PMI
participates in numerous housing advocacy activities and
supports financial literacy and credit counseling, and
classes in the prevention of predatory lending. Through
The PMI Foundation, the company supports initiatives
that strengthen communities, including education, urban
development, health services, and civic improvement. On
an individual level, PMI employees consistently show their
dedication to strengthening neighborhoods and communi-
ties. They construct homes for deserving families; they
stitch quilts for new homeowners; they teach students at
elementary schools; and they donate toys, clothes, and
food to local charities.

We are proud that PMI's dedication to the “double bottom
line" of doing good while doing well has been recognized
through awards, such as Australia's Prime Minister's Award,
which we received jointly with Habitat for Humanity in
2006, and the Good Business Award we received in the
San Francisco Bay Area from our local newspaper. We are
committed to being an employer of choice everywhere we
operate. Our community commitment helps us attract and
retain talent and was a key reason our employees have
voted us a "Best Place to Work"” in the San Francisco Bay
Area for two years running.

left 1o right: Glen S. Corsa, Jill A, Showell,
Charles Broom, Taia Lockhart, Christian Pierotti,
Kate O'Loughlin, Yictor ). Bacigalupi
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Tax Deductible!

\a healthy choice.

Mortgage Insurance is Now

In the United States, PM! launched
a marketing campaign based around
our signature orange color to promate
tax deductible mortgage insurance as

Yictor J. Bacigalupi /
Executive Vice President, Chief
Administrative Officer, General
Counsel and Secretary,

The PMI Group, Inc.

Glen S. Corso/

Group Senior Yice President,
Public Policy,

The PMI Group, Inc.

Jill A. Showell /

Vice President of
Government Relations,
The PMI Group, Inc.

Taia Lockhart /
Vice President, Housing Advacacy,
The PMI Group, Inc.

Christian Pierotti /

Head of Governmental Affairs,
PMI Mortgage Insurance Company
Limited (PMI Europe}

Kate O'Loughtin /

General Counsel and Company
Secretary, PMI Mortgage Insurance
Ltd. (PMI Australia)

Charles Broom /

Senior Vice President, Human
Resources and Organizational
Cevelopment, The PMI Group, Inc.
President, The PMI Foundation i




S30ARD OF DIRECTORS /

! Audit Committee Member, ? Compensation Committee Member, 2 Governance and Nominating Committee Member,

Mariann Byerwalter!
Chairman, JDN Corporate
Advisary LLC

Dr. James C. Castle?!
President and Chief Exec-
utive Officer, Castle Informa-
tion Technologies, LLC

Carmine Guerro '3
Chairman, Grosvenor
Americas Limited

W. Roger Haughton #
Chairman of the Board and
Chief Executive Officer

(Retired), The PMI Group, Inc.

Wayne E. Hedien 4
Chairman {Retired},
The Allstate Corporation

Louis G. Lower 11?4

President and Chief Exec-

utive Officer, Hbrace Mann
Educators Corporation

Raymond L. Dcampo Jr. 23

President and Qhief Executive
Officer, Samuraj Surfer LLC

John D. Roach!
Chairman and qnief
Executive Officer,

Stonegate Interational

Dr. Kenneth|T. Rosen 34

Chairman, Fisher Center
for Real Estate dnd Urban
Econemics, University

of California at Berkeley

Steven L. theidz"
Chairman, Janus Capital
Group, Inc.

* Investment and Finance Committee Member, S Financial Guarznty Oversight Committee Member
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L. Stephen Smith ®
Chief Executive Officer,
President, and Chief
Operating Officer,

The PMI Group, Inc.

José H, Villarreal ¢
Partner, Akin Gump Strauss
Hauer & Feld LLP

Mary Lee Widener !4
President and Chief Exec-
utive Officer, Neighborhood
Housing Services of America

Ronald H. Zech 235
Chairman and Chief Exec-
utive Officer (Retired),
GATX Corporation




A NOTE OF THANKS /

~

Roger Haughton will retire from PMI's board of directors in May 2007 after 12 years of
service as a board member. We thank him for the many outstanding contributions he has
made to the company and to the communities we serve. Roger's thoughtful leadership,
unwavering dedication, and spirited philanthropy have contributed to PMI’s financial
success and reputation for social responsibility.

T

|
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Cautionary Statement Regarding Forward-Looking Statements

Statements we make or incorporate by reference in this and other documents filed with the Securities ‘and
Exchange Commission that are not historical facts, that are preceded by, followed by or include the. words
“believes,” “expects,” “anticipates,” “estimates” or similar expressions, or that relate to future plans, events or
performance are “forward-looking statements” within the meaning of the federal securities laws, When a
forward-looking statement includes an underlying assumption, we caution that, while we believe the assumptlon,
to be reasonable and make it in good faith, assumed facts almost always vary from actual results, and the
difference between assumed facts and actual results can be material. Where, in any forward-looking statement,
we express an expectation or belief as to future results, there can be no assurance that the expectation or belief
will result. Qur actual results may differ materially from those expressed in our forward-looking statements,
Forward-looking statements involve a number of risks. or uncertainties including, but not limited to, the Risk

_Factors addressed in Item 1A below. Other risks are referred to from time to time in our perlodlc filings with the
Securities and Exchange Commission. All of our forward-looking statements are qualified by and should be
read in conjunction with.our risk disclosures. Except as may be required by applicable law, we undertake
no obligation to publicly update or revise any forward-looking statements, whether as a result of new
information; future events or otherwise. - . ' ‘ : ‘
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ITEM 1. BUSINESS
A. Overview of Operations

costs and expand market access for reSIdenttal
Our products include:

We provide financial nroducts designed to reduce risk, lower
mongages public ﬁnance obligations’ and assM backed securities.

n

Mortgage i msurance and reinsurance,

Structured ﬁnance solutions, which rnay take the form of|mortgage insurance

Tt

= Financial guaranty .

Through our U.S., International and Financial Guaranty segme

nts, we offer these products across the credit
spectrum and around the world - '

S

Our morigage insurance and structured llnance products support the mortgage finance system by providing
protection to mortgage lenders and investors in‘the event of borrower default. By protecting lenders and investors
from credit losses, we help to ensure that mortgages are availgble toiprospective homebuyers.- Qur financial
guaranty products also support the infrastructure on which homeownership depends, including transportation,
schools, hospitals, and utilities. :

U.S. Mortgage Insurance Operations. Our U.S. subsidiary, PMI Mortgage Insurance Co., including its
affiliated U.S. companies, collectively referred to as PMI, is a lpading, U.S. residential mortgage insurer. PMI
offers a variety of mortgage insurance and structured finance products', each tailored to the needs of the U.S.
market. By mitigating borrower default risk, PMI helps financial institutions reduce the capital needed to meet
regulatory and rating agency capital requirements. By providing first and mezzanine loss credit enhancement for
the mortgage-backed security markets, PMI allows investors to(manage and diversify credit risk and achieve
greater confidence in their portfolios” performance.

We own 50% of CMG Mortgage Insurance Company, or CN
insurance exclusively to credit unions. Our U.S. Mortgage Insurar
consolidated revenues in 2006.

VG M1, a joint venture that provides mortgage
ce Operations segment generated 67.8% of our

4

International Operations. Through our Australian subsidiar
of the leading providers of mortgage insurance in Australia and
enhancement products to lending institutions as well as credit

ies {collectively, “PMI Australia”), we are one
New Zealand. PMI Australia provides credit
enhancement for residential mortgage-backed

securitizations. Our European subsidiaries (collectively, “PMI Europe”) offer mortgage insurance and mortgage

credit enhancement products, including primary mortgage i
reinsurance products, primarily tailored to the European mortg
Asia, offers mortgage insurance and reinsurance to residential

surance, structured portfolio products and
e markets. Our Hong Kong subsidiary, PMI

martgage lenders and investors in Asian markets.

;

We expect to begin offering mortgage insurance in Canada in the first haif of 2007.

Financial Guaranty. We are the lead investor in FGIC Carporation, whose triple-A rated wholly-owned
subsidiary, Financial Guaranty Insurance Company (“FGIC”), provides financial guaranty insurance for public
finance and structured finance obligations. FGIC provides credit enhancement solutions that enable municipal
and asset-backed issuers to réduce their borrowing costs and facilitate access to capital markets. In 2006, we
established a surety company, PMI Guaranty Co., to provide credit enhancement at the mezzanine and remote
loss levels for mortgage- and asset-backed securities, and reinsurance on public finance obligations. PMI
Guaranty offers direct insurance to issuers and lenders and reinstrance to financial guarantors. We also have a
substantial ownership stake in RAM Holdings Ltd., the parent ¢company of RAM Reinsurance Company Lid.
{(“RAM Re™), a Bermuda-based financial gouaranty reinsurance company. .

Financial Strength Ratings. Insurer financial strength ratings are provided by independent rating agencies
and are based on their assessment of the financial risks associated with historical business activities and new

2




business initiatives. In their assessments, the rating agencies model the adequacy of capital to withstand severe
loss scenarios and review, among other things, corporate strategy, operational performance, available liquidity,
the outlook for the relevant industry, and competitive position. Maintenance of financial strength ratings is
crucial to our ability to issue our products in the future, The rating agencies can change or withdraw their ratings
at any time.

Standard & Poor’s Fitch Moody’s
PMI Mortgage Insurance Co. ........................ AA AA+ - Aa2
PMI Australia® ....... ... AA T AA Aa?
PMIEUrope™ .. ... e i AA AA Aal.
PMI Guaranty ............ e e - AA - AA+ . Aad:
CMGMI ... AA- ' .AA - NotRated
FGIC . ... ..... . e AAA AAA . Aaa

RAMRe .......... PO e Co AAA - NotRated Aal .

* Refers to licensed insurance subsidiaries. ’

H

S&PpP and Fitch have assigned our holdmg company, The PMI Group, Inc., an “A” and “A+" counterparty
credit rating and senior unsecured debt rating, rcspectlvely, and Moody’s has a551gned an “A1" senior unsecured
debt rating. _

Qur consolidated net income was $419.7' million for the year ended December 31, 2006. As of
December 31, 2006, our consolidated total assets were $3.3 billion, including our investment portfolio of
$3.3 billion. Our consolidated shareholders’ equity was $3.6 billion as of December 31, 2006. See Item 8.
Financial Statements and Supplementary Data—Note 17. Business Segments, for ﬁnanc1al mformatlon regarding
our busmess segmcnls

Our website address is htip. //www pmigroup.com. lnformauon on our website does not constitute part of this
report. Our annual report on Form 10—K quarterly reports on Form 10 Q. current reports on Form 8-K; and any
amendments to those reports are available free of charge on our website via a hyperlink as soon as reasonably
practicable after such material is electronically filed with or furnishéd to the Securities and Exchange
Commission.

The PM1 Group, Inc. ié; a’ Delaware corporation. Our principal executive offices are located at 3003
Qak Road, Walnut Creek, California 94597-2098, and our telephone number is (925) 658-7878.

B. U.S. Mortgage Insurance Oja'erations

Through PMI, we provide residential morigage insurance and structured finance products to mortgage
lenders, capital market participants and investors throughout the United States. PMI is incorporated in Arizona,
headquartered in Walnut Creek, California, and licensed in all 50 states, the District of Columbia, Puerto Rico,
Guam, and the Virgin Islands. Under -its monoline insurance licenses, PMI may only offer mortgage insurance
covering first lien, one to four family residential mortgages.

Residential mortgage insurance protects mortgage lenders, and subsequent holders of insured mortgage
loans, in the event of borrower default, by reducing and, in some instances, eliminating the resulting loss to the
insured institution. By mitigating default risk, residential mortgage insurance facilitates the origination of “low
down payment mortgages,” generally mortgages with down payments of less than 20% of the homes’ values.
Mortgage insurance also reduces the capital that financial institutions are required to hold against low down
payment mortgages and facilitates the sale of low down payment mortgage loans in the secondary mortgage
market.

Traditionally, residential mortgage insurance has provided first loss protection on loans held by portfolio
lenders and insured loans sold to Fannie Mae and Freddie Mac (the “GSEs” or the “agency market”). Structured
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finance products, in-the form of mortgage insurance, have become increasingly important.as first loss and

mezzanine loss forms of.credit enhancement of mortgage-backed
other than the GSEs {the “non-agency market™). As described belg
and structured ﬁnance products to meet the demands of the n
markets,

1. Products

(a) anary Mortgage Insurance

Primary insurance provides the insured with ﬁrst loss mort
specified coverage percentages. Our maximum obligation to an

determined by multiplying the coverage percentage selected by th
loan. The loss amount includes any unpaid loan balance, delinquer

the loan’s default and property foreclosure. In lieu of paying the

| L . ..

securities 18sued by capital market participants
yw, PMI offers a variety of mortgage insurance
hortgage origination, agency and non-agency

page default protection on individual loans at
insured with respect to a claim is generally
e insured by the loss amount on the defaulted
t interest and certain expenses associated with
coverage percentage of the loss amount on a

defaulted loan, we generally may: (i) pay the full loss amount andI take title to the mortgaged property, or (ii) in
the event that the property is sold prior to settlement of the claim, pay the insured’s actual loss.

' We offer primary mortgage insirarice on a loan -by-loan basis to lenders through our “flow” channel. We
also offer issuers of mortgage-backed securities "(“MBS") and pc')rtfoho investors primary mortgage insurance
that covers large portfolios of mortgage loans. These structured finance products may provide regulatory capital
relief and. default protection to portfolio investors, including the (%vSEs OF may serve as credlt enhancement for
agency:and non-agency MBS transactions. ., .

’PMI’S primary insurance in force and primary risk in force at December 31“, 2006 were $102.6 billion and
$25.7 billion, respectively. Primary insurance in force refers to the current principal balance of all outstanding
mortgage loans with primary insurance coverage as of a given date. Primary risk in force is the aggregate dollar
amount of each primary insured mortgage loan’s current principal balance multiplied by the insurance coverage
percentage specified in the policy. The chart below shows our U.S. primary new insurance written, or NIW, for
the years ended December 31, 2006, 2005 and 2004, NIW refers toll the ongmal pr1nc1pal balance of all loans that
receive new primary mortgage insurance coverage during a glven period.

.

2006 2005 2004
(in millions)
Primary Flow ...................... 0 ..... $23,270 | 72% .$28,194 78% $36,257 88%
Structured Finance . ..., ... .. o0 .. $ 8,964 | 28% $ 7,740 22% 3 4,956 12%. -
To NIW ..., $32.234 100% $35.934

100% $41.213

i .

100%

T

Primary Flow Channel.. . Lenders purchase primary mortgage|insurance through our flow channel to reduce
default risk, to obtain capital relief and. most often, to facilitate the sale of their low . down payment loans to the
GSEs and other investors. The GSEs purchase residential mortgages from lenders and investors as part of their
governmental mandate to provide liquidity in the secondary mortgage market. As the GSEs have traditionally
been the principal purchasers of conventional mortgage loans, mortgage lenders have typically originated such
loans in conformance with GSE guidelines for sellers and servicers. These guidelines reflect the GSEs’ own
charter requirements which, among other things, allow the GSEs to purchase low down payment mortgage loans
only if the lender: (i) secures mortgage insurance on those loans from an eligible insurer, such as PMI; (ii) retains
a participation of not less than 10% in the mortgage; or (iii) agrees' to repurchase or replace the mortgage in the
event of a default under specified conditions. If the lender retains|a participation in the mortgage or agrees o
repurchase or replace the mortgage, banking regulations may increase the level of capital required to be held by
thé lender to reflect the lender’s increased obligations, which could in turn increase the lender’s cost of doing
business.

The GSEs also have-established -approval requirements “for eligible mortgage insurers. The approval
requirements cover substantially all areas’ of PMI's mortgage insurance operations and require disclosure of
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certain activities and new products to the GSEs. In addition, the requirements mandate that eligible mortgage
insurers must maintain at least two of the following three ratings: “AA-" by S&P or Fitch, or “Aa3” by Moody’s.

Lenders that purchase mortgage insurance select specific ‘covérage levels for insured loans. As a result of
the GSEs’ coverage requirements, lenders generally select a coverage percentage that éffectively reduces the
ratio of the original loan amdunt to the value of the property, or LTV, to not more than 80%. We charge higher
premium rates for higher coverage, as higher coverage percentages generally result in higher amounts paid per
claim. Higher LTV loans generally have higher'coverage percentages and higher average premiums. Refinanced
mortgage loans we insure typically have lower LTVs, and therefore lower coverage percentages and premium
rates, than purchase money mortgages due to the home price appreciation often associated with refinanced loans.
Purchase money mortgages, which generally have higher LTVs, tend 10 have higher coverage percentages, or
“deeper” coverage. Accordingly, the relauve sizes of the purchase money and refinance mortgage origination
markets influence the average LTV, coverage rate and premium of our NIW and i msurance in force.

Premium payments may be paid to us on a monthly, annual or single premium basis. Monthly payment
plans represented 96.4% of NIW in 2006 and 94.1% of NIW in 2005. As of December 31, 2006, monthly plans
represented 93.5% of our U.S. primary risk in force compared to 93.1% at December 31, 2005. Single premium
plans represented substantially all of the remaining NIW and primary risk in force, Single premium plan
paymenis may be refundable if coverage is canceled by the insured, which generally occurs when the loan is
repaid, the loan amortizes to a suff iciently low amount or the value of the property has mcreased sufficiently.

Depending dpon the loan, the premium payments for flow primary mortgage insurance coverage may
ultimately be borne by the insured (“Lender Paid MI”) or by the insured’s customer, the mortgage borrower
(“Borrower Paid MI”). In either case, the payment of premiums to us is the responsibility of the insured. PMI’s
primary insurance rates for Borrower Paid MI are based on rates that we bave filed with the various state
insurance departments. To establish these rates, we utilize pricing models that consider a number of vanables,
including coverage percentages, loan and property attributes, and borrower risk characteristics. Because Lender
Paid 'MI products are frequently designed to meet the needs of a lender’s particular loan program, we attempt to
calibrate our Lender Paid MI pricing to a loan program’s specific borrower and loan-type risk characteristics. In
addition, as a significant percentage of Lender Paid MI is processed through our electronic delivery channels,
lenders’ use of Lender Paid MI serves to increase our efficiency and reduce our policy acquisition costs.

“The majority of NIW is comprised of Borrower Paid ML Lender Pald MI represented 17.5% of flow NIW in
2006, 16.7% in 2005 and 10.3% in 2004. In 2005 and 2006, lenders use of Lender Paid MI was driven by,
among other things, higher levels of Ongmauons of non- tradmonal loans, particularly Alt-A loans, and our ability
to offer Lender Paid MI products and pricing tailored to these loans. We define Alt-A loans as loans where the
borrower’s FICO score is 620 ot higher ard the loan includes certain characteristics such as reduced
documentation verifying the borrower’s income, assets, deposit information, and/or employment. Although
All-A and prime borrowers generally have similar credit profiles, we consider Alt-A loans to be riskier than
prime loans because of the reduced documentation requirements. Accordingly, we expect higher rates of default
for Alt-A loans than the traditional loan portfolio. B

Primary mortgage insurance is renewable at the option of the insured at the premium rate fixed when the
insurance on the loan was initially issued. As a result, increased claims from policies originated in a particular
year cannot be offset by renewal premium increases on policies in force. We may not cancel mortgage insurance
coverage except in the event of nonpayment of premiums or certain material violations of PMI's master policies.
With respect to our flow channel, the insured or the loan’s mortgage servicer generally may cancel mortgage
insurance coverage at any time. In addition, the GSEs’ guidelines generally provide that a borrower’s written
request to cancel Borrower Paid MI should be honored if the borrower has a satisfactory payment record and the
principal balance is not greater than 80% of the original value of the property or, in some instances, the current
value of the property. The Homeowners Protection Act of 1998 also provides for the automatic termination of
Borrower Paid MI when the LTV ratio (based upon the loan’s amortization schedule) reaches 78%, and provides
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for cancellation of Borrower Paid MI upon a borrower’s request when the LTV ratio reaches 80%, upon
satisfaction of conditions set forth in the statute. : .

Structured Finance. We provide credit enhancement solutions across the credit spectrum to agency and
non-agency MBS issuers as well as portfolio investors. While Iihe terms vary, our structured finance products
generally insure a large group of pre-existing loans or loans to be originated in the future whose attributes will
conform to the terms of the negotiated agreement. A structured |finance product can include primary insurance
(first loss), modified pool insurance which'may be subject to dequctibles and which is discussed below, or both.
Premiums for structured finance coverage are paid and borne by the issuers or investors. .

While demand for mortgage insurance as a form of credit enhancement of MBS has increased, most
non-agency MBS transactions do not utilize mortgage insurance. Instéad, non-agency MBS issuers often use
other third party credit enhancement products, such as financial guaranty insurance, or, most often, forego all
third party credit enhancement products by using over-collateralized structures. As a result, we must compéte
against both MBS transactions that forego third party credit enhancement and third party credit enhancers, such
as other mortgage insurers and financial guarantors. The extent|to which we may bid upon, and if successful
participate in, non-agency MBS transactions is SUb_]ECt toa number of factors, including:

¢ The size of the non-agency MBS market.
»  The attractiveness of mortgage insurance relative to other forms of third party credit enhancement.

* The attractiveness of mortgage insurance relative to the use of internal credit enhancement structures.
Our ability .to compete successfully with internal structpres. depends in large part on the interest rates
offered to investors purchasing the various tranches of an MBS. The smaller the differential in the
interest rates being offered between the less nsky and the more risky components, the less likely it is
that mortgage insurance will be required by investors.

+ The amount of credit for losses that rating agencies give {o mortgage insurance.

« Continued MBS product innovation, which may involv credit' or interest rate swap instruments, over-
collateralized exécutions and other forms of credit enhanpement that do not require mortgage insurance.
PMI’s monoline insurance hcenses prohibit it from offering credit enhancement products other than
res1dent1al mortgage insurarice.

All of the above factors are affected by domestic and international economic conditions including, but not limited
to, levels' of liquidity in the U.S. and international capital markets, interest rates, home price appreciation,
employment levels, and the relative att'ractiveness of MBS compdred to other debt securities. Because economic
factors and the diverse array of competltors in the capital markets affect our opportunities to write mortgage
insurance for structured transactions, PMI’s NIW from structured finance can vary significantly from year to
year. _

PMI’s opportunities to participate in stroctured finance transactions may be significantly impacted by the
implementation in the United Statés of Basel II, the Basel Cougmittee on Banking Supervision’s proposal to
implement a new international capital accord. Basel II will affect the capital treatment provided to mortgage
insurance by domestic and international banks in both their origination and securitization activities. The Basel II
provisions related to residential mortgages and mortgage inSullnce could alter the competitive positions of
mortgage insvrers. U.S. federal banking agencies have announced that the U.S. implementation of Basel II will
be delayed until at least 2008 and have proposed an addltlonal cépnal accord (known as Basel TA) that has not
been finalized,

PMI, our European insurance subsidiary, and FGIC, a financial guaranty insurance company in which we
hold a 42.0% interest, have jointly provided combinations of {first loss, mezzanine and.risk remote credit
enhancement in MBS transactions. In- 2007, we expect to continue to partner with FGIC on MBS transactions. In
2007, we also expect PMI to partner with our recently established surety company,-PMI Guaranty, on structured
finance transactions, ‘ ;




In addition to MBS issuances, we offer primary mortgage insurance on large groups of loans that lenders
and investors intend to hold in their portfolios. In these instances, the lender or investor purchases mortgage
insurance to achieve capital relief, liquidity or to receive protection against default risk.

We utilize risk-based pricing models to establish premium rates for our structured transactions business.
These ‘models consider variables relating to the structure of the transaction, real estate loss scenarios, and the
loans within the insured portfolio, including coverage levels selected by the insured, loan and property attributes,
and borrower risk characteristics.

1

(b) Pool Insurance

Modified Pool Insurance. We currently offer modified pool insurance products that may be attractive to
agency and non-agency MBS issuers, investors and lenders seeking credit enhancement for MBS transactions,
regulatory capital relief or the reduction of mortgage default risk. Modified pool insurance may be used in
tandem with primary mortgage insurance or may be placed on loans that do not require primary insurance. The
extent of coverage of modified pool products varies. Some products provide first loss protection by covering a
percentage of the losses on individual loans held within the pool of insured loans up to a stated aggregate loss
limit (“stop loss limit”) for the entire pool. Some modified pool products offer mezzanine-level coverage by
providing for claims payments only after a predetermined cumulative claims level, or deductible, is reached.

To date, PMI has issued modified pool insurance principally to the GSEs as supplemental coverage and to
othetr mortgage capital markets participants. Like primary structured transactions, PMI’s modified pool products
insure significant percentages of Alt-A loans and adjustable rate mortgages (see 4. Business Composition,
below). As of December 31, 2006, PMI had $2.5 billion of modified pool risk in force compared to $1.8 billion
as of December 31, 2005. As of December 31, 2006, PMI's modified pool risk in force represented 9.8% of
PMI’s total risk in force. Unless otherwise noted, primary insurance statistics in this report do not include pool
insurance.

Other Pool Insurance. Prior to 2002, PMI offered certain pool insurance products, referred to principally
as GSE or Old Pool, to lenders, the GSEs and the non-agency market.

(c) Captive Reinsurance

Mortgage insurers including PMI offer products to lenders that are designed to allow them to participate in
the risks and rewards, of the mortgage insurance business. Many of the major mortgage lenders have established
affiliated captive reinsurance companies. Under a captive reinsurance agreement, PMI reinsures a portion of its
risk written on loans originated by a certain lender with the caplive reinsurance company affiliated with such
lender. In return, a proportionate amount of PMI's gross premiums received is ceded to the captive reinsurance
company less, in some instances, a ceding commission paid to us for underwriting and administering the
business. Ceded premiums, as well as capital deposits required of the captive reinsurer, are held in trust for our
benefit to secure the payment of potential future claims. Captive reinsurers must comply with applicable
insurance regulations and must adhere to minimum risk-to-capital ratios, which consider only eligible assets held
in trust specifically for our benefit. If during predetermined reporting periods, the value of assets in the trust is
less than required under the minimum capital requirement, the captive reinsurer must deposit additional amounts
into the trust account. Additionally, dividends from the trust accounts are only permissible once specified capital
ratios are exceeded. In addition to adherence to minimum capital ratios, some captive reinsurance agreements
disallow any dividends until book years have been reinsured for a minimum time period, typically three years.

PMI’s captive reinsurance agreements primarily provide for excess-of-loss reinsurance, in which PMI
retains a first loss position on a defined set of mortgage insurance risk, reinsures a second loss layer of this risk
with the captive reinsurance company and retains the remaining risk above the second loss layer up to the
maximum coverage level. PMI also offers quota share captive reinsurance agreements under which the captive
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reinsurance company assumes a pro rata share of all losses in
collected. We believe that captive reinsurance agreements serve
loans which require mortgage insurance and provide lenders with
decision. This risk transfer approach also decreases the possibilit,
losses in times of economic stress. Finally, certain rating agency
the captive reinsurers and, thus, also recognize the reinsurance

return for a pro rata share of the premiums
to better align credit decisions with respect 4o
an ongoing stake in the outcome of the lending

y of PMI incurring unacceptably high levels of

capital models recognize the trust balances of
value: and transfer of risk criteria of captive

reinsurance. Typically only flow Borrower Paid MI is subject to captive reinsurance agreements. The captive
reinsurance agreements must comply with both federal and stafe statutes and regulations, including the Real
Estate Settlement Procedures Act of 1974, as well as criteria established by the GSEs. (See Item 7.
Management’s Discussion and Analysis cf Financial Condifion and Results of Operations—Results of
Operations, U.S. Mortgage Insurance Operations, Premiums written and earned, and Item 1A. Risk Factors—

The U.S. mortgage insurance industry and PMI are subject to regilatory risk.) '

*

{d) Other Risk-Sharing Products

In addition to captive reinsurance, we offer other risk-sharing products, including layered co-insurance, a
primary insurance program under which the insured retains liab;llrilly for losses between certain levels of aggregate
losses. Layered co-insurance is primarily targeted to affordable housing programs. We also offer various
products designed for, and in cooperation with, the GSEs and 1enders that involve some aspect of risk-sharing.

(e} Joint Venture—CMG Mortgage Insurance Company

CMG Mortgage Insurance Company and its affiliates (collectively “CMG MI”) offer mortgage insurance for
loans originated by credit unions. CMG MI is a joint venture| equally owned by PMI and CUNA Mutual
Investment Corporation (“CMIC”). CMIC is part of the CUNA|Mutual Group, which provides insurance and
financial services to credit unions and their members. Both PM] and CMIC providé services (o6 CMG ML At
December 31, 2006, CMG MI had $16.3 billion of primary insurance in force and $4.0 billion of primary risk in
force compared to $15.5 billion of primary insurance in force| and $3.7 billion of primary risk in force at
December 31, 2005. CMG MI’s financial results are reported in our consolidated financial statements under the

equity method of accounting in accordance with U.S. generally a
MI's operating results are not included in our results shown in
otherwise noted.

Under the terms of the restated joint venture agreement effec
September 8, 2015, or earlier under certain limited conditions, tg

-cepted accounting principles, or GAAP. CMG
Part II of this Report on Form 10-K, unless

tive as of June 1, 2003, CMIC has the right on
require PMI to sell, and PMI has the right to

require CMIC to purchase, PMI’s interest in CMG MI for an amqunt equal to the then current fair market value
of PMI’s interest. PMI and CMIC have also entered into a capital support agreement, which is subject to certain
limitations, for the benefit of CMG MI in order to maintain CMG MI’s claims-paying ability rating at “AA-" by
S&P and “AA” by Fitch. CMG MI is a GSE-authorized mortgage insurer.

2. Competition

U.S. Private Mortgage Insurance Industry

The U.S. private mortgage insurance industry presently colgsists of eight active mortgage insurers: PMI;
CMG MI; Mortgage Guaranty Insurance Corporation, or MGIC; Genworth Mortgage Insurance Corporation, an
affiliate of Genworth Financial, Inc.; United Guaranty Residential Insurance Company, an affiliate of American
International Group, Inc.; Radian Guaranty Inc., or Radian; Republic Mortgage Insurance Co., an affiliate of Old
Republic International; and Triad Guaranty Insurance Corp. In February 2007, the parents of MGIC and Radian
announced that they had entered into an agreement and plan of merger. Assured Guaranty Mortgage Insurance
Company, a subsidiary of Assured Guaranty L_td., is also licensed to offer mortgage insurance in the U.S. Other
companies may also be considering offering mortgage insurance. e '




U.S. and State Government Agencies

PMI and other private mortgage insurers compete with federal and state government agencies that sponsor
their own mortgage insurance programs, The private mortgage insurers’ principal government competitor is the
Federal Housing Administration, or FHA, and to a lesser degree, the Veterans Administration, or VA. The
following table shows the relative mortgage insurance market share of FHA/VA and private mortgage insurers
over the past five years.

Federal Government and

Private Mortgage Insurance
Market Share {(Based on NIW)

) ) Year Ended December 31,

- ' 2006 2005 © 2004 " 2003 2002
FHA/V A e e 183% 23.5% 328% 364% 35.6%
Private Mortgage Insurance . ......... ... it 81.7% 76.5% 67.2% 063.6% 04.4%

Total ... oiiien e e 100.0% 100.0% 100.0% 100.0% 100.0%

Source: Inside Morigage Finance; based upon primary NIW but includes certain insurance written that we classify as pool insurance.

Effective January 1, 2006, the U.S. Housing and Urban Development Department, or HUD, in accordance
with its indices, set the maximum single-family loan amount that the FHA can insure at $362,790 in “high-cost”
areas. Excluding *‘high-cost” areas, the maximum mortgage loan amount that the FHA can insure is 95% of the
median area home price as determined by HUD. Private mortgage insurers have no limil as to'maximum
individual loan amounts that they can insure. Increases in the amount that these agencies can insure could cause
future demand for private mortgage insurance to decrease. We and other private mortgage insurers a]so face
competition in several states from state- supported mortgage insurance funds. .

Fannie Mae and Freddie Mac—The GSEs

Mortgage insurers, including PMI, compete with the GSEs when the GSEs seek to assume mortgage default
risk that could be covered by mortgage insurance. The GSEs have introduced programs that allow lenders to
purchase reduced mortgage insurance coverage, as well as programs that provide for the restructuring of existing
mortgage insurance with reduced amounts of primary insurance coverage and the addition of pool insurance
coverage. One of the GSEs has expressed its intention to increase its use of altemauve structures, including credit
default swaps, to manage its credit risk.

Federal Home Loan Banks

The Federal Home Loan Banks, or FHLBs purchase single-family conforming mortgage loans ongmated
by participating financial institutions. Typically, mortgage insurance coverage is placed on these loans when the
LTV exceeds 80%.

Financial Institutions and Mortgage Lenders

The private mongage insurance industry faces competition from the home equity lendmg operauons of
financial institutions and other mortgage lenders who structure their high LTV residential loans in such a way
that mortgage insurance is not required. Certain lenders originate mortgages that have a first mortgage lien with
an LTV of 80%, and a second mortgage lien ranging from 5% to 20% LTYV. These loans are commonly referred !
to as simultaneous seconds, “piggybacks,” 80/10/10, 80/20 or 80/15/5 loans. Since the first mortgage is only an i
80% LTV, the GSEs do not require mortgage insurance with respect to either mortgage, even though the
combined LTV exceeds 80%. These products have grown in popularity since 2003 due to a number of factors,
including low interest rates, high home appreciation rates and an increased focus by lenders on home equity
lending. The increased popularity and use of these and other similar products have reduced the available market
for primary mortgage insurance.




In addition, we and other private mortgage insurers compete with financial institutions, primarily
commercial banks and thrifts, which retain risk on all or a portign of their high LTV mortgage portfolios rather
than obtain insurance for this risk. Our use of captive reinsurance|with certain lenders with whom we do business

(see Captive Reinsurance, above) also negatively impacts our risk

Structured Finance—Competitors

In order to participate in structured finance transactions, we
as well as ‘other well-capitalized credit enhancement providers,
frequent design and use of MBS structures that do not include th

in'force and premiums earned.

must compete against other mortgage insurers
ncluding financial guarantors. In addition, the
rd party credit enhancement negatively affects

the private mortgage insurance market and our insurance in force and NIW,

3. Customers

Our U.S. customers are primarily mortgage lenders, savings institutions, commercial banks, investors
(including the GSEs), the FHLBs, and other capital market participants. In 2006, PMI’s top ten customers
generated 43.9% of PMI’s premiums earned compared to 42.8%|in 2005. The beneficiary under PMI’s master
policies is the owner of the insured loan. The GSEs, as major purchasers of conventional mortgage loans in the

U.S., are the beneficiaries of a substantial portion of PMl’s'mcortgaI

LY
4. Business Composition

+ .
s

Persistency, Policy Cancellations. A significant percentag
insurance policies written in previous years. Consequently, the le
of time that insurance remains in force are kev determinants of PN
the impact of policy cancellations on insurance in force is ou

ge insurance coverage.

e of PMI's premiums earned is generated by
rel of policy cancellations and resulting length
Al's revenues and net income. One measure of
r persistency rate, which is based upon the

percentage of primary insurance in force at the beginning of a 12-month period that remains in force at the end of
that period. The following table shows average annyal mortgage interest rates and PMI’s primary portfolio
persistency rates from 1997 to 2006. ’ N -

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Interest Rate* .. .......... 76% 69% 74% 81% [7.0% 65% 58% 58% 59% 6.4%
Persistency Rate ......... 80.8% 68.0% 71.9% 80.3% 62.0% '56.2% 44.6% 609% 619% 69.6%

* Average annual thirty-year fixed mortgage interest rate derived from Freddie Mac data.

As shown by the above table, low or declining interest rate environments are major factors in shortening the
length of time our primary insurance in force has remained in effell:'t-. Between 2001 and 2003, declining interest
rates resulted in heavy mortgage refinance activity, causing PMI’s policy cancellations to increase, thereby
negatively impacting earned premiums. In 2004, 20035 and 2006,ithe persistency rate improved as a result of
stabilizing or increasing interest rates and declining levels of mortgage refinance activity.

In addition to interest rates, we believe that refinance activity is influenced by levels of home price
appreciation, consumer behavior and the availability of certain alternative loan products. We believe that higher
levels of home price appreciation and increasing consumer acceptance of refinance transactions have contributed

- to the high levels of refinance activity since 2001. We also believe that alternative loan products, such as interest
only loans and payment option adjustable rate mortgages (see |below), which provide borrowers with the
opportunity to at least temporarily decrease their monthly loan payinents, have encouraged refinancing during the

_ period of relatively stable interest rates. '

- n
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Risk in Force. PMI's primary risk in force was $25.7 billion as of December 31, 2006 and $25.0 billion as
of December 31, 2005. The composition of primary and pool risk in force is summarized in the table below. The
table is based upon information available on the date of mortgage origination.

e e As of December 31,
2006 , 2005 2004 2003 2002

Primary Risk in Force (m percemages)* S
LTV: . . : N

CAbove 97s Lol e 17.6% - 143% 11.9% 8.6% 2.8%

0TS ot e e e 4.6% 5.3% 6.6% 7.4% 6.9%

DS e 31.0% 33.7%  364%  376%  41.3%

05 e 379% . 374%  359% .. 31.0% 39.0%

85s and below .............................. 8.9% 9.3% 9.2% 9.4% 10.0%
Loan Type: . - . , )

Fixed ....... e T N . 813%  804% . 855%  904%  90.9%

ARMS ... v e 18.7% 19.6%. 14.5% 9.6% 9.2%

InterestOnly ................... e e 9.9% 6.2% ~ n.m. n.m. n.m.

" Payment Option ARMs . .. ... ..ot 4.5% 35% - nm. n.m. n.m.

Property Type:

. Single-family detached .......... ... .. ... . .. 82.7% 83.8% - 847% -858% - 87.6%
Condominium, townhouse, cooperative .......... 11.9% 11.5% 10.7% 10.0% 8.5%
Multi-family dwelling and other . ...."...~........ . 54% 47% . 4.6% 4.2% 3.9%

Occupancy Status; SR B '
Primary residence . ........... e L. C888%  91.0%  932%  948%  95.6%
Secondhome .......... ...l L. 3.9% 3.4% 27%. 22% 1.8%
Non-owner occupled e e 13%  5.6% 41%  3.0% 2.6%
Loan Amount o 0 . . R . .
$lOOOOOorlcss.._...,..............,' ......... 17.9% 195%  20.5%  219% @ 23.6%
Over $100,000 and up to $250,000 .. ............ 564% +59.1% 619% |, 634%  64.6%
Over $250,000.. ... .. [ e 257%  21.4%. 17.6% 14.8% 11.9%
GSE conformmg loans™** ... ........ ... ... .0 91.7% . 91.8% 93.3% 93.9% 92.9%
GSE non-conforming loans** .. ...l 8.3% 8.2% 6.7% 6.1% 7.1%
Less-than-A Quality .. ............. L 80%  93% 109% 119%  11.9%
AlA .o T e, o 199%  172%  127%  87%  6.3%
Average primary loan sizé (in thousands) ...... Lot $01425 % 1360 $ 1311 0§ 1273 0§ 1231
Pool Risk in Force (in millions) o C )
GSEPoOl ..o $ 1122 $ 1160 § 1222 § 4853 § 7941
OldPool......... e e $ 3467 $ 4206 $ 5017 § 6568 3 8638
Modified Pool .. ... e e $2,527.0 $1,809.6 $1,517.1 $1,3909 $1,159.6
$ 2668 § 3252 §% 3101

‘Other 'I‘radmonal Pool .......... el 82306 $ 2428

*  Ducto roundmg the sums of the percemages may not total I()O% ‘

** GSE’ conformmg loans have principal balances that do not exceed the maximuin smg]e—famlly principal balance loan limit ehglble for
purchasc by the GSEs. GSE non-conforming loans have principal balances that exceed the GSE loan limits. Since Lmuary 1, 2006, the

* maximuem single-family principal balance loan limit has been $417,000.
n.m. not meaningful - o

« High LTV Loans. " LTV is the ratio of the original loan amount to the valué of the property. In our
experience, 95s, mortgages with LTVs between 90.01% and 95.00%. have higher claims frequencies
than those of 90s, mortgages with LTVs between 85.019% and 90.00%. In addition, we believe that 97s,
mortgages with LTVs between 95.01% and 97.00%, and Above 97s, mortgages with LTVs exceeding

97.00%, have higher claims frequencies than 95s.
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Fixed v. Adjustable Rate Morigages. Based on-our exj
mortgages, of ARMs, is generally higher than on fixed
interest rate may be adjusted prior to the loan’s fifth ann

Anterest Only Loans and_Payment Option ARMs. Si
. deferred amortization loans, and paymernt option ARMs
have insured an increased amount of these loans during

serience, the claims frequency of adjustable rate

rate loans. We consider’ a loan an "ARM if its
versary.

nce 2004, interest only loans, aise known as
have been popular with some borrowers and we

this period. Borrowers with interest only loans

do not reduce principal during the initial deferral period (usually between two and ten years) and

therefore do not accumulate equity through loan amorti
payment option ‘ARM, a borrower g2nerally has an optid
principal and interest, interest only, or an amount esta

;

ation during the initial deferral period. With a
n every month to make a payment consisting of
ished by the lender that may be less than the

interest owed. Depending on prevailing interest rates an payment amounts, monthly payments may not
be sufficient to fully cover interest due, in which case the shortfall is added to the principal amount of

the loan in a manner known as “negative amortization.
amortization allowed under the loan is capped, borrowe
to reduce priricipal during the early years of the loan
Accordingly, interest only loans and payment option 4
prices than amortizing loans. In addlition, these loans m
ARMs.

Less-than-A Quality and Alt-A Logns. We insure less
our primary flow and structured finance channels. We d

" While typically the amount of negative

TS with payment option ARMs may choose not

and may increase the principal amount owed.

ARMSs have more exposure to declining home

ay have interest rate risks similar to traditional

Lthan-A quality loans and Alt-A loans through
efine less-than-A quahty ‘loans to include loans

with FICO scores generally less than 620. We define Alt-A loans as loans where the borrower’s FICO
score is 620 or higher and the loan includes certain tharacteristics such as reduced documentation

venfymg the berrower’s income, assets, deposit information, and/or employment.-

Average Primary Loan Size.
year since 2002. These increases were primarily caus
United States. Because our premium rates are based in
average loan sizes favorably impact premiums written
respect to a claim is generally determined by multiply
amount, which includes any unpaid principal and inter
could negatively affect dur average claim sizes,

As shown in the table above, the perce'ntages of nsk in fo
payment option ARMs, and Alt-A loans incrzased in 2006. We b

‘ reflect, higher concentrations of thesé types of loans as percentage
and the 2006 private mortgage insurance market. (See also Iten

Financial Condition and Results of Operations—U.S. Morigag
characteristics.)

on

We expect higher default and cl_aitn rates for high LTV loa

ARMEs, less-than-A quality, and Alt-A loans and incorporate thes

portfolio limits, pricing, and loss and claim estimates. In 2006, P
as a result of its primary portfolio contammg higher percentages

gt

As the “table above shows, our average insured loan s12e 1ncreased each

d by home price appreciation throughout the
part upon the size of the insured loan, higher

:and earned, Our obligation to an insured- with

ng the stated coverage percentage by the loss
est. Accordingly, higher insuréd loan balances

rce containing Above 97s, interest only loans,
elieve that these iricreasés were driven by, and
s of both the 2006 mortgage origination market
r 7. Management's Discussion and Analysis of
e Insurance Operations, Credit and portfolio

ns, ARMs, interest only loans, payment option
¢ assumptions into our underwriting approach,
MI’s average premium rate increased primarily
of high LTV and Alt-A loans. Howéver, there

can be no assurance that the premiums earned and the associated investment income will prove adequate to

compensate for future losses from these loans, We offer pre- an

certain expanding markets programs in an effort to reduce the risk
the risk reduction features of our modified pool products which

loss frorn the loans insured.

.

12

post-purchase borrower counseling as part of
of default on those loans. We also believe that
may include deductibles, mitigate our risk of
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The following table shows U.S. primary.risk in force by FICO score:

Percentage 6!'

' - t Primary Risk

: ' - in Force by

. FI1CO Score

As of December 31,
2006 2005 T 2004
FICO Score: : ‘ B . -

Less than 575 ... e e 21% 2.5% 3.0%
575—619 .. ... oL e e e . 59% 6.8% 7.9%
620—679 .. ... S 34.7% 34.6% 33.8%
B80—T10 . . e . 24.5% 24.1% . 23.4%
T20and above . ... . e e e e 31.5% 30.6%  30.3%
Unreported ... ... 0o e e 1.3% 1.4% 1.6%

Total . .ooeeee S <100.0%  100.0% ° 100.0%

5.. Sales and Product Development . a . o

We employ a sales force located throughout the U.S. to directly sell products and services to lenders. Our
U.S. sales force is comprised entirely of PMI employees who receive compensation consisting of a base sa]ary
and incentive compensation tied to performance objectives. PMI’s product development and structured finance
departments have primary respon51b1]|ty for the creation of new products and services.

6. Risk Management
" Risk Mana gement Approach

1

We uuhze proprietary and other statistical models to measure and pred:ct loan performance based on the
historical prepayment and loss experience of loans. We analyze performance based on borrower, loan and
property characteristics, along with geographic factors, through historic economic and real estate cycles. We use
the outputs from these models to develop and refine how we price our coverage and in the establishment of
national and regional underwriting guidelines to control the concentrations of risk in PMI's portfolio. In
developing guidelines, we also take into account the GSEs’ underwriting guidelines. Our underwriting guidelines
generally allow us to place mortgage insurance coverage on any mortgage loan accepted by the GSEs’ automated
underwriting systems for purchase by the GSEs. VY

We continually monitor risk concentrations in our portfolio using various statistical tools. Among these are
the pmiAURA™ System and the PMI Market Risk Indexs™. The pmiAURAs™ System is a proprietary risk scoring
tool we developed over |9 years ago that assigns a unigue.risk score to each loan in PMI’s portfolio
corresponding o the predicted likelihood of an insured loan going to claim based on demographic, geographic,
economic, and loan specific characteristics. The PMI Market Risk. Indexs™ is a proprietary statistical model that
predicts the probability of a decline in home prices during the next two years in the Metropolitan Statistical Areas
in the United States based on local, historical home price appreciation, changes in the local labor markets and
local home affordability. We publish the output of this model on a quarterly basis.

*

- Underwriting Proces‘c

To obtain morlgage insurance on an mdwndua[ mortgage loan, a customer submits an apphcatlon to us: [f
the loan is approved for mortgage insurance, we issue a commitment to the customer. During the last several
years, advances in technology have enabled us to offer customers the option of electronic submission of
applications and supporting documentation, as well as electronic receipt of insurance commitments and
certificates. Customer use of our electronic delivery ‘options accounted for approximately 79% of PMI's new
policies issued in the primary flow channel in 2006, compared to approximately 75% in 2005 and 69% in 2004.
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Delegated Underwriting. More than 81% of PMI’s flow

underwriting program that allows approved lenders, subject to our

program guidelines and are thus eligible for mortgage insurance. |
us to insure a loan that fails to meet all of the applicable underwr
a loan excépt iinder certain narrowly-drawn exceptions, such
Delegated underwntmg enables us to meet mortgage lenders’
certain loans: We believe 'that the performance of our delegated
long-term from the performance of all other insured loans.

) Non-Delegated ‘Undenwiting. Flow customers that are
program generally must submit to us an application for each loan,

NIW is underwritten pursuant to: a delegated
routine audit, to determine whether loans meet
f a lender participating in the program commits
ting guidelines, we are obligated to insure such
as a failure to meet maximum LTV criteria.

demands for immediate insurance coverage of

insured loans will not vary materially over the

3

‘not approved to participate in the delégated

supported by various documents. Verification

of the borrower’s employment income and funds needed for the loan closmg are required in addmon to the

appraisal.

3

‘Structured Transactions. Structured transactions (includin
generally involve our bidding for a customer’s delivery to us of]
underwritten and closed under one or more loan programs. Regar
previously underwritten the loans, we evaluale each transaction o
loan-by-loan review, we analyze the characteristics of each loan
génerated by propnetary perfonnance and pricing models. In the,
the aggregate risk characteristics of the portfoh‘o as a whole. We
origination practices as well a§ the risks and potential mitigat]
structure, which may include, among other thungs coverage limits,

In some structured transactions, we provide commitments fo
same processes described above are used to review an indicat
contingent upon a loan-by-loan review of the actual loans

1

characteristics of the actual delivery vary materially from those of

L 1

Comract Underwrmng

il
i

g both primary and modified pool insurance)
a portfolio of loans that have been previously

dless of the fact that the customer or lender has
h a I6an- -by-loan basis and as a portfolio. In the

and compare them to. forecasts of performance
portfoho review, ‘we analyze the diversity and
also rev1ew the applicable servicer ratmgs and

ng factors inherent in the proposed coverage
stop loss limits and deductibles.

r the future delivery of insurance coverage. The
ive portfolio of loans. Our commitments are
delivered and allow for adjustments if the
the indicative portfolio. . '

4 r

Contract underwntmg services are provided by our wholly-owned sub51d1ary PMI Mortgage Services Co.,

or MSC. MSC provides. contract underwriting services for mort
insurance and for mortgage loans for which PMI does not provi
underwriting activities of CMG ML

gage loans for which PMI provides mortgage
de insurance. MSC also-performs the contract

As'a part of its contract underwriting services, MSC provide
including loan indemnifications under certain circunistances, in t

S to its customers monetary and other remedies,
¢ event that MSC fails to properly underwrite a

mortgage loan. These remedies are separate from the insurance cqverage provided by PMI. MSC:paid or accrued
$12:4 million in contract. underwriting  remedies in 2006, compared to $14.5 million in 2005. Worsening

economic conditions or other factors that could lead to increases
also cause the number and magnitude of the remedies that must be
+ 1

New pohcxes processed by MSC contract underwriters in 2
from 18.1% in 2005. We anticipate that loans underwritten by

o,

percentage of PMI's NIW and that contract underwriting wil

mortgage lenders for processing loan applications. The number
related to the volume of mortgage originations. "

[
1

7.

Expandmg Markets N
Expandmg homeownership opportunmes for low- to

underserved -communities is important to us.-Our approach to

14

in PMI's primary insurance default rate could
offered by MSC to increase. -
D06 declined to 14.8% of PMI's primary NIW
MSC will continue to make up a significant
| remain the preferred method among some
of contract underwriters deployed by MSC is
_—

oo o * i

moderate -incomet 1ndmdnals and typically
affordable lending is to develop, .insure and
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promote products and services that assist responsible borrowers who may not-qualify for mortgage loans under
traditional underwriting practices. These products and services do not accommodate borrowers who have failed
to manage their affairs responsibly; rather, they seek to identify those home buyers who have met or will meet
their obligations in a timely and conscientious manner, The beneficiaries of these programs have included recent
immigrants who have not established traditional credit histories, borrowers not accustomed to using traditional
savings institutions, borrowers with less than five percent for a down payment, and home buyers who, although
consistently employed lack thc stability traditionally associated with having a single employer due to the nature
of thelr employment

- We have also established partnerships with numerous national and local organizations to mitigate affordable
housing risks, expand the understanding of responsibilities of homeownership and promote community
revitalization. Although programs offered under our affordable housing initiatives receive the same credit and
actuarial analysis as all other standard programs, some programs utilize affordable underwriting guidelines
established by lenders that differ from our standard criteria. We believe that some insured affordable housing
loans may carry higher risks than other insured loans. As a result, we have instituted various programs, including
pre- and post-purchase borrower counseling, risk-sharing and risk-based pricing, seeking to mitigate the
additional risks that may be associated with some affordable housing loan programs. '

T

8. Defaults and Claims
Defaults i : . C e

Our claim process begins with notification by the insured or servicer to us of a default on an insured loan.
“Default” is defined in PMI's primary master policies as the borrowet’s failure to pay when due an amount equal
to the scheduled monthly mortgage payment under the terms of the mortgage. Generally, the master policies
require an insured to notify us of a default no later than the last business day of the month following the month in
which the borrower becomes three monthly payments in default. For reporting and internal tracking purposes, we
do not consider a loan to be in default for the purposes of reporting defaulis and-default rates until a loan has
been delinquent for two consecutive monthly payments. Depending upon its scheduled payment date, a loan
delinquent for two consecutive payments could be reported to us between the 31 and 60 day after the first
missed payment. Borrowers, default for a variety of reasons, including a reduction of income, unemployment,
divorce, illness, inability to manage credit, and interest rate levels. Borrowers may cure defaults by making all of
the delinquent loan paymcnts or, by sellmg the property in full satisfaction of all amounts due under the
morigage. : .

In most cases, defaults that are not cured result in'claims. However, because the rate at which defaults cure
is influenced by borrowers’ financial resources and regional housing and economic conditions, the frequency of
claims is not directly proportional to the number of defaults we receive. PMI partners with lenders to work with
borrowers' to cure defaults through repayment plans, loan modifications and short sales, _ Lo

r
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Primary default rates differ from region to region in the United States' depending upon economic conditions
and cyclical growth patterns. The two tables below set forth primary, default rates by region for the various
regions of the United States and the ten largest states by PMI’s primary risk in force. Default rates are shown by
region based on location of the underlying property. - e '

3

. Primary Default Rates by

' . 1 ) Region as of
et ‘ T : ’ = - " December 31,
' 2006 2005 2004
Region o . _ . .
Pacific ® ... ... R O FOTTUUE I 298% 2.55% 2.74%
New England @ .5 0.0 ... 0L, s T a1 3 8% 3.19%
Northeast ® ......... .0t 581% 534%  475%
South Central @ ........0....00 . ] L . 521%  7.16% | 4.85%
Mid-Atlantic'® .0, .. ........ UVDR I PUUTRRRE I L. 339%  336% 333%
Greai Lakes ® .. ... ..... SO TR FUURURP 8.86% 1.79% = 7.29%
Southeast ™', ... ........ e U F U 574% 631% 5.57%
North Central ® .. _................ T IR L 560% T 522%  4.63%
PLEINS © ..o IR 457% 4.53%  3.94%
Total Primary Portfolio . ....... .. . ... . ... o . 555% . 5.74%. 4.86%

(1} Includes California, Hawaii, Nevada, Oregon and Washington and Alaska. y
(2} Includes Connecticut, Maine, Massachusetts, New Hampshire, Rhode Island and Vermont.

(3) Includes New Jersey,New York and Pennsylvania. S

(4). Includes Arizona, Colorado, Louisiana, New Mexico, Cklahoma, Texas and Utah.., ¢ - _ . - . Lt
(5) Includes Delaware, Maryland, Virginia, Washington D.C. and West Virginia.| ‘
(6) Includes Indiana, Kentucky, Michigan and Chio.
{7) Includes Alabama, Arkansas, Florida, Georgia, Mississippi, North Carolina, Sputh Carolina, Tennessee and Puerto Rico.
(8) Includes lllinois, Minnesota, Missourt and Wisconsin, ' o '
(9) Includes Idaho, Iowa, Kansas, Montana, Nebraska, North Dakota, South Dakdta and Wyoming.-

, ., Primary Default Rates for Top Ten

. - ) States by

A . Co . Pﬁll:le;ﬁ;];{i (s{ o : ‘ ‘Primary Risk in Force

goreemsel © | ool Decemberst,
2006 2006 2005 2004 2003 2002
FIOGAA © o v v oo e e i 10.7% b.44% 391%  397% 3.89% 4.15%
TEXAS « v, S, L 74% . 563% 647% 539%  5.02% 4.27%
California . . ... ... S e, o T0% 3.56% 2.34% 257% 3.08% -3.20%
Mlinots .......... o e SUUU 5.1%  558% S541% 4.82% 455%  439%
Georgia ...l 4% - o 186%' 816%  720%  5.99%  5.13%
ORIO - e 4.3% 8.79%: 7.68% 764% 6.86%  5.80%
NEW YORK + v vvovee oo ieee e, 3.8% {5.40% 493% 452% 452% 435%
Pennsylvania ......................... 3.6% 6.00% 593% 522% 464% 4.21%
MIChIZAN © .+ oo 3.2% 10.83% 835% 7.54% 676%  6.10%
New Jersey . ...ooooooeo 1.1% 62% 474% 422% 429% 371%

(1) Top ten states as determined by primary risk in force as of December 31, 2006.

Claims and Policy Servicing

Whether an uncured default leads to a claim principally depénds on the borrower’s equity in the underlying
property at the time of default and the borrower’s or the insured’s ability to sell the home for an amount
sufficient to satisfy all amounts due under the mortgage loan. When the likelihood of a defaulted loan being
reinstated is minimal, we work with the servicer of the loan for a possible loan workout or early disposal of the
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underlying property. Property dispositions:typically result in a reduction in our losses compared to the percentage

coverage option amount payable under PMI’s master policies. o o
s . " [

Within 60 days after a pnmary insurance claim and supporting documentauon have been ﬁled we. have the

opt1on of: g rs

+

v

«' paying the coverage percentage specified in the certificate of insurance multiplied by the loss amount;
. paying the gep ge spec ; nsu pliéd by the los:

» in the event the property is sold pursuant to an agreement made prior to or during the 60-day period after .
the claim is filed, which we refer to as a prearranged sale, paying the lesser of (i) 100% of the loss
amount less the proceeds of sale of the property or (n) the specrﬁed coverage percentage mult1p11ed by
the lose amount or : ‘ :

. paymg 100% of the loss amount m exchange for the insured’s conveyance to us of good and marketable
title to the property, with us then sellmg the property for our own account. Properttes acquired under this
_option_are included on PMI’s balance sheet in other assets as residential properties from claim

' . settlements also referred to as real estate owned or REO.

Whlle we select the cla1rn settlement OpllOl‘l that . best _mitigates the amount of our clalm payment we
generally pay the coverage percentage multiplied by the loss amount. In 2006 and 2005, we processed 22.9% and
25.1%, respectively, of the paid primary insurance claims on the basis of a prearranged sale. In 2006 and 2005,
we exercised the option to,acquire the property on 4.6% and 3.6%, respectively, of the primary claims processed
for payment. At December 31, 2006, our carrymg value, whtch approximates fair value of REQ properties was
$26 9 million compared to $18.5 million af December 31, 2005. .

Claims and the Aging of PMI's Insurance Portfolio. Claims activity is not spread evenly throughout the
coverage period of a primary insurance book of business. We expect the significant majority of claims on insured
loans in PMI's current portfolio to occur in the second through fourth years after loan origination. Primary
insurance written from the period of January 1, 2003 through December 31, 2005 represented 58.1% of PMI's
primary insurance in force at December 31, 2006. .

The following table sets forth the dispersion of PMI’s primary insurance in force and risk in force as of
December 31, 2006, by year of policy origination and average annual mortgage interest rate.

Insurance and Risk in Force by Policy Year
and Average Coupon Rate

Primary Percent Percent
Average Insurancein of Primary Risk of
Rate Force " Total in Force Total
(In millions) {In millions) |
Policy Year
1997 and prior ... .. S — % $ 1372 1.3% $ 336 1.3%
1998 6.9% 899  0.9% 235 0.9%
1900 e 7.4% 1,446 1.4% 377 1.5%
2000 . e 8.1% 790 0.8% 190 0.7%
0 10% 2,978 2.9% 696 2.7%
2002 L e 6.5% 6,277 6.1% 1,520 59%
2003 L 5.8% 17,245 16.8% 4,084 15.9%
2004 .. 5.8% 17,711 17.3% 4,507 17.5%
2005 L e 5.9% 24,668 24.0% 6,254 24.3%
200 L e e e e _64% - 297249 28.5% 7,512 29.3%
Total Portfolio .. ..ot i $102,635 100.0% $25,711 100.0%

(1) Average annual thirty-year fixed mortgage interest rate derived from Freddie Mac and Mortgage Bankers Association data.
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Claim Severity. The severity of an-individual claim is calculated as the ratio of the claim paid to the
original risk in force relating to the loan. The main determinants of the severity of a claim are the value of the
underlying property, accrued interest on the loan, expenses advanced by the insured, foreclosure expenses, the
amount of mortgage insurance coverage placed on the loan, and the time required to complete foreclosure, which
varies depending on state laws. Pre-foreclosure sales, acquisitions and other early workout efforts help to reduce
overall clalm severlty The average primary claim severity has decreased from 100% in 1994 to 86.1% in 2005
and 2006. Average primary claim severity is, for a given penoddErimary claims paid as a percentage of the total
risk in force of primary loans for which claims were paid. :

| L . , 4 - . . N
Pool Claims. Pool claims are generally filed after the undLlying" property is sold. We settle a pool claim
in accordance with the terms of the applicable pool insurance policy, which includes a stop loss limit and, in
some cases, a specified deductible. Subject to such stop loss/limit and any deductible, our modified pool
insurance generally covers a specified percentage of the particular los$ less net proceeds from the sale of the
property and any primary claim proceeds. Our traditional pool msurance ‘generally covers 100% of the loss less
net proceeds from the sale of the property and any primary clai proceeds Other pool insurance policies may
include a maximum coverage percentage or a defined benefit.| Claims relating to policies with a maximum
coverage percentage are settled at the lesser of the actual loss or the maxunum coverage set forth in the
applicable policy. Claims relatmg to policies with defined b'neﬁts are settled at the maximum coverage
percentage set forth in the apphcable policy. We settle pool claims upon recelpt of all supportmg documentation.

Primary insurance claims paid by PMI in 2006 decreased to $214;.0 million from $214.9 million in 2005.

Pool insurance claims paid by PMI in 2006 (excluding Old Pool) decreased to $18.3 m_illion from $21.6 million
in 2005. g )
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Loan Performance

The table below shows cumulative losses paid by PMI at the end of the year of original policy issuance '
(“policy. year”) and each successive year thereafter, expressed as a percentage of the cumulative premiums
written on such policies. '

Percentage of Cumulative Primary Insurance Losses Paid (Gross)
To Cumulative Primary Insurance Premiums Written (Gross)*

. Policy Issue Year (Loan Closing Year)

Year ' 1987 1988 1989 199 9 1992 1% 1994 1955 1996
1 T . - . - - . - - 0.1 -
2 0.4 0.1 03 07 0.8 110 1.0 2.8 29
3 20 20 3.6 71 6.6 6.9 "55 65 104 8.3
4 5.1 6.1 10.8 17.8 16.9 16.3 13.4 13.7 15.4 19
5 97 11.6 219 317 289 283 18.7 180 182 14.2
6 13.1 18.5 32.4 41.8 39.8 36.1 21.1 20.1 19.2 15.3
7 17.5 23.1 40.3 50.5 47.4 40.3 21.9 209 20.1 15.8
8 20.7 26.2 45.7 56.2 513 41.5 22.0 21.3 20.3 16.1
9 23.0 29.1 496 592 527 - 413 21.8 21.3 20.4 16.3
10 25.1 31.5 51.7 60.9 52.6 41.1 21.6 213 205 16.5
I 265 336 528 61.4 52.7 41,0 217 21.4 206" 16.6
12 278 346 53.1 61.4 527 410 21,7 ' 214 207 '
13 284 35.0 533 61.4 526 41.0 217 214

14 28.6 35.2 53.3 61.4 52.6 41.0 21.6

15 285 35.2 53.2 61.4 52.6 41.0 ' o

16 28.5 35.2 53.2 61.5 526

17 28.6 35.2 53.2 61.5

18 28.6 35.2 53.2

19 28.5 35.2

20 285

1 - — 0.1 12 1.1 '0.1 0.1 0.l 0l 0.3
2 7 23 12 2.7 10.2 6.6 4.5 2.8 39 ' 49 '

3 58 38 5.9 21.8 225 145 89 123

4 8.7 5.7. 8.6 352 341 23.3 13.9

5 10.4 6.7 1Ll 430 420 27.7

6 11.1 7.7 12.7 48.0 458 - "

7 119 8.3 13.9 50.3 ‘ '
8 - 124 8.8 14.4

9 12.8 9.0 ‘

10 13.0

* Gross premiums written includes ceded and refunded premiums,

The above table shows that all policy years through 1996 have cumulative loss payment ratios at the end of
2006 that differ by no more than (.1% from the end of 2003, an indication that these ratios have stabilized and
reached their ultimate development for each of these policy years. Policy years 1997 through 1999 also have seen
only slight claims development since the end of 2005. :




Policy years 1987 through 1988 have developed to cumulative loss payment ratios of 28.5% and 35.2%,
respectively. Policy years 1989 through 1992 have developed to0 somewhat higher ratios between 41.0% and
61.5%, reflecting’ both higher levels of claims on California lo:ans insured in those years, as well as_higher
prepayment speeds when market rates dropped to relatively low }evels from late 1992 through early 1994, Loss

payment ratios continued to decline year-to-year after 1993, bottoming out at 9.0% at the end of nine years for
the 1998 policy year, a record low. The declines were due to an improvement in California’s economy and a
strong national economy with no material regional weaknesses. The 1999 policy year is developing at a level

slightly higher than 1998, but still at low levels. Given the smal
1999 books, further development is expected to be immaterial.

. The higher tevels of claims in the 2000 and 2001 policy years

I amount of business left in the 1996 through

were a result of an expansion into less-than-A

quality and Alt-A loan product offerings primarily through the introduction of our structured transactions

channel. These loan types generally have shorter lives and earl
leading to earlier emergence of claims and shorter streams of
business written in 2000 and 2001 was subject to high levels of p
rates and heavy refinancing. These policy cancellations decreases
2000 and 2001 policy years, affecting the curulative loss payme
claims paid to premiums received.

. The 2002 book year is developing favorably compared to 2
2003 is performing favorably compared to 2002 due to lower leve
slightly higher cumulative loss payment ratio development at tw
higher claims development and comparable persistency. 2005
development at two years primarily due to higher claims devel
pertfolio that containg ARMs, high LTV and less-than-A quali
acquired principally through our structured finance channel.

Loss Reserves

A period of time may elapse between the occurrence of the

event triggering a potential future claims payment), the reporting <

of the claim related to such default. To recognize the liability fo

er incidence of default than A quality loans,
premium income. In addition, our A quality
olicy cancellations in 2003 due to low interest

| the accumulated premium received from the
nt ratio development by increasing the ratio of

000 and 2001 due to a lower level of claims.
s of claims and higher persistency. 2004 has a
o and three years than 2003, due to slightly
has a higher cumulative loss payment ratio
ppment associated with the portion of PMI’s
ty loans and the seasoning of primary NIW

borrower’s defauit on mortgage payments (the
of such default to us and the eventual payment
r unpaid losses related to the loans in default,

PMI, in accordance with industry practice, establishes loss reserves in respect of loans in default based upon the
estimated claim rate and estimated average claim amount of loanF in default. Included in loss reserves are loss
adjustment expense (“LAE”) reserves, and incurred but not reported (“IBNR™) reserves. IBNR reserves represent
our estimated unpaid losses on loans that are in default but have npt yet been reported 1o us as delinquent by our

customers. Loss reserves are estimates and there can be no as
adequate to cover ultimate loss developments on reported defaults.
PMI does not establish loss reserves for estimated potential defaul
the future. For a full discussion of our loss reserving policy and
and Analysis of Financial Condition and Results of Operations
Losses and LAE. For a reconciliation of the beginning and ending r

urance that PMI’s reserves will prove to be
Consistent with industry accounting practices,
s that have not occurred but that may occur in
rocess; see Item 7. Management’s Discussion
-Critical Accounting Estimates, Reserves for
eserve for losses and loss adjustment expenses

on a consolidated basis, see Item 8. Financial Statements and Supplementary Data—Note 8. Reserve for Losses

and Loss Adjustment Expenses.

9. Reinsurance

We and other mortgage insurers use reinsurance for capital
does not discharge PMI, as thé primary insurer, from liability to a
agrees to indemnify PMI for the reinsurance company’s share
policies, unlike an assumption and novation agreement, where th
the policyholder is substituted for that of PML
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and‘risk management purposes. Reinsurance
olicyholder. The reinsurance company simply
f losses incurred under designated insurance
assuming reinsurance company’s liability to




PMI has a 5% quota share reinsurance agreement in place with a participating reinsurance company relating
to primary insurance business writteri by PMI from 1994 through 1997. Under the terms of this agreement, the
reinsurance company indemnifies PMI for 5% of all losses paid-under the reinsured primary insurance business
and PMI cedes 5% of the related. premiums, less a ceding commission paid to PMI for-underwriting and
administering the business. In addition, PMI may be entitled to a proﬁt commission in the event specified profit
targets are met on the ceded business. v

Effective January 1, 2001, PMI commenced reinsuring our wholly-owned Australian subsidiary, PMI
Mortgage Insurance Lid, on an excess-of-loss basis. Under the terms of the agreement, for each- of the calendar
years from 2001 through 2005, PMI is obligated to indemnify PMI Mongage Insurance Ltd for losses that exceed
130% of PMI Mortgage Insurance Lid’s net earned premiums for each such year, but not for losses that exceed '
220%:0of such net earned premiums. Beginning January 1, 2006, PMI is obligated to indemnify PMI Mortgage
Insurance Ltd for losses that exceed 100% of PMI Mortgage Insurance Ltd’s net earned premiums for each such .
year, but not for losses that exceed 190% of such net earned premiums. The agreement provides for automatic
one-year extensions, unless terminated upon prior notice by either party. Upon such notice of termination, the
agreement would continue in effect in the year of such notice and for the next four calendar years."
> Certain states limit the amount of risk a mortgage insurer may retain on a single loan to 25% of the-
indebtedness to the insured, and as a result, the portion of such insurance in excess of 25% must be reinsured. To
minimize reliance on third party reinsurance companies and to permit PMI to retain the premiums (and related
risk) on deep coverage business, The PMI Group, our parent company, formed several wholly-owned
subsidiaries including Residential Guaranty Co., or RGC, Residential Insurance Co., or RIC, and PMI Morigage
Guaranty Co., or- PMG, to provide reinsurance of such deep coverage to PMI, These deep cede reinsurance
agreements with RGC, PMG and RIC replaced reciprocal deep cede reinsurance agreements that PMI had with
certain non-affiliate mortgage -insurancé companies, which have now largely runoff., PMI uses reinsurance
provided by its reinsurance affiliates solely for purposes of compliance with statutory coverage limits. CMG MI
also uses reinsurance provided by its reinsurance affiliate, CMG Remsurance Company to comply with statutory
limits.-* ' S

As discussed in Section B.1, Products, above, PMI also reinsures portions of its risk wrnitten on loans-
originated by certain lenders with captive reinsurance companies affiliated with such lenders.

10. Reguiation

Stare Regulation

. . i . . ) N

" General. Our U. S mortgage insurance subsidiaries are subject to comprehensive, detailed regulation by
the insurance departments of the:various states in which they are licensed to transact business. The principal aim
of this regulation is.to-safeguard their solvency for the protection of policyholders. Although their scope varies,
state. insurance laws generally. grant broad powers to supervisory agencies or officials to examine the financial
books and records of companies, as well as their market conduct and practices, and to enforce rules or exercise

discretion touching most significant aspects of the insurance business.

4o : S

Mortgage insurers are generally restricted by state insurance laws and regulations to writing mortgage
insurance business only. This restriction prohibits our mortgage insurance subsidiaries from directly writing other
kinds of insurance. Our non-insurance subsidiaries are not subject to regulation under state insurance laws except
with respect to transactions with their insurance affiliates. o ) o

Insurance Holding Company Regulations.  All states have enacted legislation that requires each insurance
company in a holding company system to register with the insurance regulatory authority of its state of domicile
and to furnish to such regulatory authority' financial and other information concerning the operations of, and the
interrelationships and transactions among, companies within the holding company system that may materially
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affect.the operations, management or financial condition of th

regulate transactions between insurance companies and their pare

The PMI Group is treated as an insurance holding compan

Arizona insurance laws govern, among other things, certain ¢
transactions between or among The PMI Group and its domestic

person may, directly or indirectly, offer to acquire or acquire vol

e insu;rers within the system. The states also
nts and affiliates. ‘ .

y under the laws of the State of Arizona. The
ransactions in our common stock:and certain
and international subsidiaries, For example, no
ing securities of The PMI Group or any one of

the Arizona subsidiaries, if after consummation thereof, such person would be in control, directly or indirectly, of
such entity, unless such person obtains the Arizona Director of }nsurance’s prior approval. For purposes of the
foregoing, “control” is rebuttably presumed 1o exist if such person, following the acquisition, would, directly or
indirectly, own, control or hold with the power to vote or hold proxies representing 10% or more of the entity’s
voting securities. In addition, all material transactions involving PMI Mortgage Insurance Co., referred to as
MIC, PMG, RGC, and/or RIC and any of their affiliates, such ag PMI Australia and PMI Europe, are subject to
prior approval of the Arizona Director of Insurance, and are subject to disapproval if they are found to-be not
“fair and reasonable.” MIC, on behalf of itself and its affiliates,|is required to file an annual insurance holding
company system registration statement with the Arizona and Wisconsin Departments of Insurance (and any other
states that so request) disclosing all inter-affiliate relationships, transactions and arrangements that occurred or

were in effect during the prior calendar yzar, and providing
company’s “ultimate controlling person.” We must also submit
executive officers and directors of the holding company’s insur
and directors of The PMI Group.

The insurance holdmg company laws and regulations are s

information on The PMI Group, the holding
and update biographical information about the
ance subsidiaries, as well as executive officers

ubstantially similar in Wtsconsm (where CMG _

1

MI, Commercial Loan Insurance Corporation, or CLIC, and WMAC Credit Insurance Corporation, or - WMAC
Credit, are domiciled), and transactions among these sub&dnafges or,any one of them and another affiliate
(including The PMI Group) are subject to regulatory review an} approval in the respective states of domicile.

FGIC is subject to regulation under insurancs holding company
well as other jurisdictions where FGIC is licensed to do insuranc

PMI Group and its subsidiaries are subject to prior approval of the

. Risk—té-Capital.
mortgage insurer to 25 times the insurer’s total policyholde
December 31, 2006 was 8.1 to 1.

Reserves.

A number of states generally limit the am

tatutes of New York, where it is domiciled, as
business. Transactions between FGIC and The
New York Department of Insurance.

ount of msurance risk that may be written by a
rs’ surplus PMI's risk-to- -capital ratio as of

Our mortgage insurance subsidiaries are required under the insurance laws of their state of

domicile and many other states, including New York and California, to establish a special contingency reserve

with annual additions of amounts equal to 50% of premiums earn
for ten years (and then released into surplus), although earlier

d. Contingency reserves are required to be held
releases may be authorized by state insurance

regulators in certain casés. The first year that MIC released contmgcncy reserves into surplus, following the ten

year holding period, "was 2002. At December 31, 2006,
$638.0 million and statutory contingency reserves of $2.7 bllhon
¢l

Dividends. MIC paid extraordinary leldends of $350

MI had statutory pohcyholders surplus of

illion: and RGC paid ordinary dividends of

$10 million to The PMI Group in 2006. Our Arizona insurance subsidiaries’ ability to.pay dividends (including
returns of capital) to The PMI Group as their sole shareholder is limited; among other things, by the insurance
laws of Arizona and other states. Under Arizona law, an insurance subsidiary may pay dividends out of available
surplus without prior approval of the Arizona Director of Insurance, as long as such dividends during’any

12-month period do not exceed the lesser of (i) 10% of policyho
end, or (ii) the preceding calendar year’s net investment income.

ders’ surplus as of the preceding calendar year
IC is permitted to pay ordinary dividends (as

such are termed under the Arizona statute) to The PMI Group of $51.8 million in 2007 without prior approval of
_the Arizona Director of Insurance, .provided that any such dividends are paid after-the first anniversary of
 payment of the last installment of 2006 dividends. Any dividend in excess of this amount (either alone ,or
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together with other dividends/distributions made in the last 12 months) is an extraordinary dividend and requires
the prior approval of the Arizona Director of Insurance. The Arizona Director of Insurance may approve an
extraordinary dividend if he or she finds that, following the distribution, the insurer’s policyholders’ surplus is
reasonable in relation to its liabilities and adequate to its financial needs. On June 7, 2006, the Director of the
Arizona Department of Insurance approved an extraordinary dividend request of $250 million. This dividend was
paid to the PMI Group in two installments of $150 million in August of 2006 and $100 million in September of
2006. On December 14, 2006, the Director of the Arizona Department of Insurance approved an additional
extraordinary dividend request of $250 million. In December 2006, -a $100 million installment of this dividend
was paid to The PMI Group. The second installment of the approved $250 million dividend is expected to be
paid in the first half of 2007,

In addition to Arizona, other states may limit or restrict our insurance. sub51d1anes ‘abilities to pay
shareholder dividends. For example, California, New York and Illinois prohibit mortgage insurers from declaring
dividends except from undivided profits remaining on hand over and above the aggregate of their paid-in capital,
paid-in surplus and contingency reserves. CMG MI is subject to shareholder dividend/distribution restrictions
under Wisconsin laws similar to those applicable to PML

Insurance regulatory authorities have broad discretion to limit the payment of dividends by insurance
compames For example, if insurance regulators determine that payment of a dividend or any other payments to
an affiliate (such as payments under a tax-sharing agreement payments for employee or other services, or
payments pursuant to a surplus note) would, because of the financial condition of the paying insurance company
or otherwise, be hazardous to such insurance company’s policyholders or creditors, the regulators may block
payments that would otherwise be perrmtted without prior approval

Premium Rates and Policy Forms. Our insurance subsidiaries’ borrower-paid premium rates and policy
forms are SUb_]CCt to regulation in every jurisdiction in which each is licensed to trapsact business. In most U.S.
jurisdictions, policy rates must be filed prior to their use. In some U.S. Junsdlctlons, forms must also be approved
prior to use. » ’

Reinsurance. Regulation of reinsurance varies by state. With the notable excepuons of Arizona, Illinois,
Wisconsin, New York, and California, most states have no special restrictions on mortgage guaranty reinsurance
other than standard reinsurance requirements applicable to property and ‘casualty insurance companies. Certain
restrictions apply under Arizona law to domestic companies and under the laws of several other states to any
licensed company ceding business to unlicensed or unaccredited reinsurance companies. Under such laws, if a
reinsurance company is not admitted or accredited in such states, the domestic company ceding business to the
reinsurance company cannot take credit in its statutory financial statements for the risk ceded to such reinsurance
company absent compliance with certain minimum statutory capital and reinsurance security requirements. In
addition, Arizona prohibits reinsurance unless the reinsurance agreements meet certain requirements even if no
statutory financial statement credit is taken. - — : ;

. Examinations. Qur licensed insurance and reinsurance subsidiaries are subject to examination of their
financial condition and market conduct by the insurance departments of each of the states in which they are
licensed to transact business, The Arizona Director of Insurance pericdically conducts a financial examination of
insurance companies domiciled in Arizona. The Arizona Director of Insurance last examined MIC in 2003 for the
five year period ended December 31, 2002. In lieu of examining a foreign insurer (i.e., an insurer licensed but not
domiciled in a state), the insurance supervisors may accept an examination report by a state that has been
accredited- by the National Association of Insurance Commissioners. Thus, while states have the. authority to
examine all licensed insurérs, in practice, insurance supervisors for the most part defer to the examination reports
issued by the domiciliary supervisor, CMG MI, CLIC and WMAC Credit were examined by the Wisconsin
Department of Insurance in 2003 for the three year period ended December 31, 2002. The final examination
reports are public records and can be obtained from the applicable state’s department of insurance.
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GSEs.  In order to be eligible to insure loans purchased by the GSEs, mortgage insurers must meet Fannie
Mae’s and Freddie Mac’s eligibility requirements. These requirements, among other-things, impose standards for
minimum ratings, legal compliance, vse of reinsurance, including captive reinsurance, policies and procedures

v

risk-sharing, and reporting requxremems v '

National Association of Insurance Commissioners. The National Association of Insurance Commissioners,
or NAIC, is an organization of the state-insurance regulators ofjall 50-states, the District of Columbia, Puerto
Rico, Guam, and U.S. Territories. A major objective of the NAIC is to promote uniformity and harmoenization of
insurance regulation among the states by thz adoption and promulgation of model laws and regulations. The
NAIC has developed a rating system, the Insurance Regulatory Information System, or IRIS, primarily intended
to assist state insurance departments in overseeing the statutory financial condition of all insurance companies
operating within their respective states. IRIS consists of key financial ratios, which are intended to indicate
unusual fluctuations in an insurer’s statutory financial position Lnd/or operating results. The NAIC applies- its
IRIS financial ratios to PMI on a continuing basis in order to monitor PMI’s financial condition.

Federal Laws and Regulation ’ : : >

Certain federal laws, such as the Homeowners Protection Act discussed below, directly affect private
mortgage insurers. Private mortgage insurers, including PMI, ard impacted indirectly by federal leglslatlon and
regulation affecting mortgage originators and lenders, purchasers of mortgage loans, such as the GSEs, and
governmental insurers such as the FHA and VA. For example, changes. in federal housing leglslanon and other
laws and regulations that affect the demand for private mortgage insurance may have a material adverse effect'on
PML. Legislation that increases the number of persons eligible for FHA' or VA mortgages could have a material
adverse effect on our ability to compete with the FHA or VA.

Mortgage origination transactions are subject to cdmplia ce with various federal and staté consumer
protection laws, including the Real Estate Settlement Procedures Act of 1974, or RESPA, the Equal Credit
Opportunity Act, the Fair Housmg Adt, the Homeowners Protection Act, the Fair Credit’ Reporting Act, or
FCRA, the Fair’ Debt Collection Practices Act, and others.|{ Among other things, these laws and their
implementing regulatlons prohibit payments for referrals of settlement service business, require fairness and
non-discrimination in grantmg or facﬂltatmg the granting of credit, require cancellation, of "insurance and
refunding of unearned premlumq under cenam ‘circumstanices, goyern the circumstanceés under which companies
may obtain and use consumer ‘credit inforrnation, and define the manner in which companies may pursue
collection activities. Changes in these laws or regulatlons could Adversely affect the operauons and proﬁtablhty
of our mortgage insurance busmess

R '
g . i

The Homeowners Protection Act of 1998, or HOPA, provides for the automatic termination, or cancellation
upon a borrower’s request, of private mortgage insurance upon s nsfactlon of certain conditions. HOPA apphes
to owner-occupied residential mortgage loans regardless of lien pr[lonty and to borrower-paid mortgage insurance
closed on or after July 29, 1999. FHA loans are not covered by HOPA. {Under HOPA; aitomatic termination of
mortgage insurance would generally occur once the LTV reacht:E 78%. A borrower who has a “good payment
history,” as defined by HOPA, may generally request cancellation of mongage insurance once the LTV reaches
80% of the home’s original value or when actaal payments reduce| the loan balance to: 80% of the home’s ongmal
value, whichever occurs earher .o .-

The Real Estate Settlement Procedures Act.of 1974, or lﬂESPA applles to most residential mortgages'
insured by PMI. Mortgage insurance has been considered in some; cases to be a “settlement service” for purposes
of loans subject to RESPA. Subject to limited exceptions, RESP,ﬂlprohlblts persons from giving or accepting any
thing of value in connection with the referral of real estate settlement services. RESPA is enforced by HUD and
the U.S. Department of Justice, and also provides for private rights of action: In late 2004, HUD announced that
it intended to submit a rule proposal under RESPA to the Officel of Management and Budget for review. HUD
has taken no further action to date but senior officials have publicly stated that they continue to work on a new
proposed rule. We do not know what form, if any, the rule will take and whether it will be approved.
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Home Mortgage Disclosure Act of 1975. Most originators of mortgage loans are required to collect and
report data relating to a morigage loan applicant’s race, nationality, gender, marital status, and census tract to
HUD or the Federal Reserve under the Home Mortgage Disclosure Act of 1975, or HMDA. Mortgage insurers
are not required pursuant to any law or regulauon to report HMDA data although, under the laws of several
states,. mortgage insurers are currently prohibited from discriminating on the basis of certain classifications.
Mortgage insurers have, through the Mortgage Insurance Companies of America, entered vo]untanly into an
agreement with the Federal Financial Instltutlons Examinations Council to report the same data.on loans
submitted for insurance as is required for most rnortgage lenders under HMDA.

Privacy and Information Security. The Gramm-Leach-Bliley Act of 1999, or GLB, imposes privacy
requirements on financial institutions, including obligations to protect and safeguard consumers’ nonpublic
personal information and records, and limitations on the re-use of such information. Federal regulatory agencies
have 1ssued the Imeragency Guldelmes Estabhshmg Information Security Standards (Secunty Guidelines), and
interagency regulations regarding financial privacy (Privacy Rule) implementing sections of GLB. The Security
Guidelines establish standards relating to administrative, technical and physical safeguards to ensure the security,
confidentiality, integrity, and the proper disposal of consumer information. The Privacy Rule limits a financial
institution’s disclosure to nonpublic personal information to unaffiliated third parties unless certain notice
requirements are met and the consumer does not elect to prevent, or “opt out” of the disclosure. The Privacy Rule
also requires that privacy notices provided to customers and consumers describe the financial institutions’
policies and practices to protect the confidentiality and security of the information. With respect to PMI, GLB is
enforced by the U.S. Federal Trade Commission (“FTC") and state insurance regulators. Many states have
enacted legislation implementing GLB and establishing information security regulation. Many states have
enacted privacy and data security laws which impose compliance obligations beyond GLB, including obligations
to provide notification in the event that a security breach results in a reasonable belief that unauthorized persons
may have obtained access 1o consumer nonpublic information. Privacy and data security in the financial service
industry continue to be the subject of pendmg leglslatlon on both federal and state levels.

Fair Credit Reporting Act. The Fair Credit Reporting Act of 1970, as amended, or FCRA, imposes
restrictions on the permissible use of credit report information. FCRA has been interpreted by some FTC staff to
require mortgage insurance companies to provide “adverse action” notices to consumers in the event an
application for mortgage insurance is declined on the basis of a review of the consumer’s credit. The Fair
Accurate Credit Transactions Act of 2003, or FACTA, amends and reauthorizes certain provisions of FCRA,
including provisions which direct the FTC, and the Federal Reserve Board, or FRB, to promulgate regulations
requiring notice to any consumer receiving an extension or grant of credit based on a counter offer by the creditor
on material terms, including interest rate, that are materially less favorable than the terms generally available
from the creditor to consumers, based in wholé or in part on a consumer report. No regulations have yet been
proposed, and the FTC and FRB have stated that those provisions of FACTA that require regulation wili not be
effective until the date specified in the final regulations. The risk-based pricing notice provision is among the
affected provisions. It is not clear at this point what that regulation will provide or what its impact, if any, will be
on our mortgage insurance operations. See Item 3. Legal Proceedings below for information about litigation
against PMI involving FCRA allegations,”
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C. International Operations

ur consolidated revenues in 2006 cofnpared to
on and 16.8% of our consolidated revehu_es‘in
es in 2005. Revenues from PMI Europe were

Our International Operations segment generated 20!6% of a
19.0% in 2005. Revenues from PMI Australia were $202.0 millj
2006 and $170.8 million and 15.3% of our consolidated revenu
$33.9 million and 2.8% of our consolidated ‘revenues in 2006 and $30.2 million and 2.7% of our consolidated
revenues in 2005. Revenues from PMI Asid were $12.7 million and 1.0% of our consolidated revenues in 2006
and $11.4 million and 1.0% of our ,consplidated'revenues in 20))5. See Item 7. Management's Discussion and
Analysis of Financial Condition and Results of Operarion;vﬁln ernational Operations, and Item 8. Financial
Statements and Supplementary Data—Note 17. Business Segments, for additional information about geographic
areas.

Our international mortgage insurance and credit enhancement operations include our opérations in Australia
and New Zealand, the European Union and Hong Kong. We expect t to begin operauons in Canada in the first half
of 2007 and are exploring other international npportumtles '

.
v

Australia and New Zealand

+

Our Australia and New Zealand mortgage msurance one{atxoﬁs collecﬂvely “PMI Australia,” arc
headquartered in Sydney, Australia, with offices throughout Australta and New Zealand. PMI Australia’s
financial strength is rated “AA” by S&P and Fitch, and “Aa2" by Moody s. PMI Australia is a party to capital
support agreements, guaranteed by The PMI Group, in which PMI agrees to prov1de funds to ensure that PMI
Australia holds prudent levels of capital sufficient to maintain its credit ratings. At December 31, 2006, the total
assets of PMI Australia were $1.1 billion compared to $0.9 biltion lat December 31, 2005.

Australian mortgage insurance, known as “lenders morigage insurance‘,“' or LML, is characterized by single
premiums and coverage of 100% of the loan amount. Lenders usually collect the single premium from a
prospective borrower and remit the amount to PMI Australia as the mortgage insurer. PM] Australia recognizes
earnings from single premiums in its financial statements over time in accordance with an actuarially determined
multi-year schedule. Premiums are partly refundable if the policy is cancelled within the first year.

LMI covers the unpaid loan balance, plus selling costs and expenses followmg the sale of the underlymg
property. Historically, loss severities have normally ranged from!| 20% to 30% of the original loan amount. In
New Zealand, insurance coverage is predominantly “top cover,’ " where the total loss (including expenses) is paid
up to a prescribed percentage of the original loan amount. Typical top cover in New Zealand ranges between
20% and 30% of the original loan amount. Approximately 96% of PMI Australia’s risk in force covers Australian
mortgages.

-
1

The substantial majority of the loans msured by PMI Australia are variable interest rate loans with terms up

to 30 years. Interest rate changes impact the frequency of defaults
mortgage interest is not tax deductible in Australia or New Zeal
have a strong incentive to accelerate reduction of their princip.

and claims with respect to these loans. Since
and on owner-occupied properties, borrowers
al balance by amortizing or prepaying their

mortgages.

PMI Australia’s NIW includes flow channe!l insurance and insurance on loans underlying residential
mortgage-backed securities, or RMBS. RMBS transactions mcludk insurance on seasoned portfolios comprised
of prime credit quality loans that often have LTVs below 80%. In 2006, 49.5% of PMI Australia’s NIW was
RMBS insurance written, compared to 36.8% in 2005. Activity levels in the Australian RMBS market vary from
quarter to quarter and are strongly influenced by macro-economic factors.

The five largest Australian banks collectively provide 75‘7T or more of Australia’s residential housing
financing. These banks represented approximately 20% of PMI lAustralia’s gross premiums written in 2006,
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compared to approximately. 26% in 2005. Other market participants in Australian and New, Zealand mortgage
lending include regional banks, building societies, credit -unions, ,and .non-bank mortgage originators. PMI
Australia’s five largest customers provided 57.6% of PMI Australia’s 2006 gross premiums written, compared to
62, 9% in 2005.877 -4, :

J.‘ .t'

A 51gn1f1cant portlon of PMI Australia’s business is: acqulred through quota share reinsurance agreements
with several of its lending customers’ captive LMI companies. These quota share reinsurance agreements .
typically contain a contractual period under which the lender agrees to send PMI Australia a proportion of
business written. PMI Australia wrote approximately 31% of its new business premiums under these agreements
in 2006, compared to approximately 37% in 2005.

3 PMI Australia’s principal competitor is Genworth Financial. Two other U.S.-based mortgage insurance
companies, which have agreed to merge, have announced their intention to issue mortgage insurance in Australia
in 2007 In agdltlon several large banks have captive LMI companies in Australia. We expect PMI Australia will
face increased, competmon in the future. Such competition may take a number of forms mcludmg ‘domestic and
offshore LMI compames reinsurers of residential mortgage credit risk, increaséd rlsk appetlte frqm lender owned
captive  insurers and non insurance forms of credit risk transfer. New market competitors have' the potential to
impact PMI Australia’s market share and to impact pricing of credit risk in the market as a whole.
o 3 i . . . . . ' o

PMI Australia is subject to regulation and examination by both the Australia and New Zealand- regulatory
authorities concerning many aspects of its business, including the ability to pay dividends. The Australian
Prudential Regulation Authority (“APRA™) regulates financial services institutions in Austraha 'including
mortgage insurance companies. APRA sets minimum capital levels ‘and corporate governance requ1rements for
PMI Austraha ‘and reviews PMI Austraha s management comrols underwrnmg, reporting, and remsurance
strategies.

4 . ‘ o '

APRA intends to 1mp]emem Basel II Capl[a] requlrements for financial institutions effectwe January 1,
2008 Such 1mplementauon may have a significant impact on the future market acceptance of LMI in Australia. -
PMI, Australia has provided comments on APRA’s initial Basel II proposals I adopted-as APRA has proposed,
the proposals could reduce the available market for LMI among PMI Australia’s bank customers. It is not known -
al’this time ‘whethet APRA will revise its Basel 11 proposals in response to comments it réceived from' LMI

industry participants. . - . . . e . . s iyt
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Risk in Force.” The composition of PMI “Australia’s.risk i
table is based upon mformatlon available on the date of mortgage

i

fay

Risk in Force (in percentages, except where indicatedy*
LTV: LR '
90s

..............................................

Propercy Type: o ; ) .
Single-family de[achcd e et e '

Condominium, townhouse, cooperatwe
Multi-family dwelling and other ..

Occupancy Status: .
Owner Occupied
Non‘owner occupied .

Loan Amount (in US$)
$100,000 or less
Over $100,000 and up to $250,000
Over $250,000

Low DocumentationLoans ................... .. .. ......
) i B ,

Average loan size (in thousands) ........ ... .. ... ... ...
Flow Risk in Force (in-millions)

RMBS Risk in Force ( in\mill{bns) _

Total Risk in Force (in millions} .........................

* Due to rounding, the sums of the percentages may not total 100%.

High LTV Loans.
are not presently written in Australia. PMI Australia
coverage on high LTV loans.

~

Low documentation (“Lo

Low Documentation Loans.

n force is summarized in the table below. The

ongmatlon I
cond
' December 31 )
2006 2005 2004
........... 0.4 0.3 0.2
........... . 05 0.4 03
.......... 15.3 15.0 14.8
.......... 16.2 18.5 19.0
.......... 617 658 657
.......... 902 '89.6 90.9
............ 84 89 7.9
..... peee 13 15 1.3
.......... 832 815 81.0
.......... 16.8 18.5 19.0
TR 1837 . 247 249
.......... 53.6 534 53.2
.......... 28.1 219 219
.......... 7.9 7.8 5.0
i 814100 S 1222 § 1227
oo 881490 S 71160 $ 68,885
A $ 54,051 $ 37591 $ 34,250
$135,541 $108,751 $103,135

High LTV loans for Australia are loans above 95% LTV. Loans above 100% LTV

typically charges higher premium rates for

Doc”) loans have become an increasing part

of Australian and New Zealand lending. Low Doc loans are available only to self employed borrowers

who self certify income where the LTV is 80% or les

. Confirmation of self employment and good

credit history is also required. Higher premium rates apply to these loans. Applicable bank capital

regulations require lenders to allocate 100% capital for,
coverage is acquired. We expect higher default and clg
incorporate these assumptions into our pricing and portfa

Underwriting and Claims Managemen:. PMI Australia
model! used to analyze PMI Australia’s claims frequency risk,
program. This methodology is the same as that applied by PMI in
using Australian claims, economic and demographic information

claim risk score to individual policies. PMI Australia also comme

and delivery of underwriting decisions in 2004.
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Low Doc loans above 60% LTV unless LMI
ims rates associated with Low Doc loans and
lio tolerances.

tilizes, the pmiAURAs® System, a statistical
as part of its underwriting and risk analysis
the U.S., but was developed for PMI Australia
The pmiAURA®™ System assigns a predictive
=nced the electronic submission of applications




As in the United States, mortgage insurance underwriting decisions have been delegated by PMI Australia
to certain of its customers. Delegated underwriting allows approved customers, subject’ to” agreed policy
limitations, to commit PMI Australia to offering LMI with respect to a mortgage loan. The pmiAURAs™ System
is also used to analyze these arrangements which are subject to regular compliance audit by PMI Australia. PMI
Australia may be committed to insure a loan that fails to meet all the agreed 'delegated guidelines. Long-term
performance of delegated msured loans. 1s not expected to vary materially from the performance of all other
insured loans.

The claims processes in Australia and New Zealand are similar to the process followed by PML.in the U.S.
Claims activity 'in Australia and New Zealand is not spread evenly throughout the coverage period of an
insurance book of business. We expect the significant majority of claims on insured loans in PMI Australia’s
current portfolio to principally occur in the second through fourth years after loan crigination. The following
table sets forth the d1sper510n «of PMI Australia’s risk in force as of December 31, 2006, by year of policy
origination: . :

- ; . ‘ Pi'imary Risk‘in Percent
Policy Year Force “of Total
Ve (in millions}
Prior to 1990 . . . .. e e $ 13,669 10.1%
1999 ...... et e e 3,594 2.7%
2000 ... JUTU P S ~ 5019 3.7%
C2001 .. PO e e “ 7,281 - 54% ...
2002 ..., L © 8,720 6.4% . i
©2003 ...n.. e e e P 13,466 9.9% '
‘ 2004 e e i 22,819 © 16.8%
o, 20050 SN e e e e 22,168 16.4%
2006 ...l e N e ..t . 38,805 . 28.6% .

Total Portfolio ... .. i e $135,S41 100.0%

1.’- P -

The following table sets forth default and claims expenence for PMI Australla for, the years 20{)4 through
_2006 . . . L . ‘ : o

2006 S0 2004
Policies in force (as of December 31) . ... ... ... .. . .. ... 1,055,057 981,732 926,073
Loans in default (as of December 31) ... ... ... ... ... .o 2,281 1,264 751
Default rate fas of December 31) ........ e 0.22% 0.13% 0.08%
Flow default rate (as of December31) ... ... oot L “031% 0.17% ©0.11%
RMBS clefault rate (as of December 31 IR A 0 0.06% 005% = 0.03%
Claims paid (in rhousands) .............. T . $ 15,523 $ 3 261 $ 1,272
Number of claims paid ........ e U, ’ 302 - 93 65
Average claim size (in thousands) .......... P Lt 8 514 %8 35 $ 196
i £

29




Default rates differ from state to.state in Australia dependingupon economic conditions and cyclical growth
patterns. The table below sets forth default rates by state for PMI Australia}s risk in force. Default rates are

shown by state based on location of the underlying property. o L A T U s
r Y , ' . . . . ! L [ .

: a Percentof[_{iskin R S N
. N oo . s Dﬂg:ﬁéigﬁ’u . Default Rates by State As of December 31

2006 2006 2005 . 2004

State ,
Australian Capital Territory (ACT) . ... ..o . ..ot . o n18% .. . 0.09% - .0.06% @ 0.02%
New South Wales (NSW) . ......... e e : -1358% . ° 0.40%- 023%-. 0:11%
Northern Territory (NT) ... .. 0 oo .. 0.5% .. 0.05% . . 0.03% 0.22%
Queensland (QLD) .. .o oo oo oL o 21.0% - 0.16% . 0.08% - 0.05%
South Australia (SA) ......... e e o 6.3% .. 0.14% 0.08%. ..0.06%
Tasmania (TAS) .. ... 0.8% 0.13% 002% - 0.03%
Victoria (VIC) ... 18.1% 0.25%  0.16% 0.10%
Western Australia (WA), ... 0. .o oo 11.5% 0.06% 0.06% . 0.06%
New Zealand (NZ) .=.............. ... . ... .. .. | 4.0% 0.07% 0.05% - 0.07%
Total Portfolio .....00.o o 100.0% . oo

The higher default rates in nearly all of the above states in 2006 were driven primarily by higher interest
rates and moderating or declining home prices across Australia. The largest increases in default rates ‘were in the
Sydney (NSW) area. The portion of PMI Australia’s risk in force(relating to Low.Doc loans also contributed to
the increases in the default rates in 2006. (See Item 7. Management’s Discussion. and Analysis of Financial
Condition and Results of Operations, International Operations—PMI Australia.) For discussion of PMI
Australia’s loss reserves, see Item 7, Management’s Discussion and Analvsis of Financial Condition and Results
of Operations, Critical Accounting Estimates, Reserves for Losses und LAE—International Operations.

Privacy. As in the United States, the collection and use of personal information in Australia is subject to
strict regulatlon at both the federal and state lzvels. For example, ¢the Federal Privacy Act establlshes a series of
national privacy principles that apply to all businésses, mcludlng insurance companies. In general Compames
may only collect, store, disclose, and use personal information if consent has been obtained from the persons
concerned or if certain other condmons are met.
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Europe

. PMI Mortgage Insurance Company Limited (collectively with our other European subsrdlarres referred to as
“PMI Europe™) is a mortgage insurance and credit enhancement company mcorporated and located i m Dubhn
Ireland, with branches or offices in Milan, Frankfurt and Brussels,jand an affiliated services company in London
PMI Europe is fully authorized to provide credit, suretyship and miscellaneous financial loss insurance by
Ireland’s Financial Regulator. This authorization enables PMI Europe to offer its products in the European Union
member states and certain other Jurisdictions. PMI Europe’s clz:{ns paying ability is rated “AA” by S&P and

Fitch and “Aa3” by Moody’s. These ratings are based upon BMI Europe’s capitalization, its management
expertise, a capital support agreement provided by PMI, and a guarantee by The PMI Group of PMI’s obligations
under the capital support agreement. At December 31, 2006, the total assets of PMI Europe were $243.4 million
compared to $227.6 million at December 31, 2005, :

PMI Europe currently offers capital markets products, reinsurance and primary insurance, all of which are
related to credit defauit risk on residential mortgage loans. As of December 31, 2006, PMI Europe had provided
credit protection with respect to German, Dutch, British, U.S. al a d Italian residential mortgage loans. Capital
markets products are designed to support secondary market transactions, notably credit-linked notes,
collateralized debt obligations, mortgage-backed securities, or synthetic securities transactions (principally, credit
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default swap transactions). Lenders frequently engage in these transactions to reduce the capital they must hold
pursuant to local banking capital regulations or to provide funding for their mortgage lending activities.

At December 31, 2006, approximately 63% of PMI Europe’s risk in force was indirectly derived from
fourteen credit default swap-transactions, all of which were designed primarily 10 allow the mortgage lenders
involved to reduce the level of required regulatory capital. In six of these transactions, PMI1 Europe assumed a
“first loss,” unrated risk position. In the remaining transactions, PMI Europe’s risk position was rated at least
investment grade, the majority being rated “AAA.” Competitors in this product line include mortgage insurance
companies, financial ‘guaranty'insurance companies, banks, hedge funds, traditional bond investors and other
structuring alternatives where no third party credit enhancement is provided.

PMI Europe offers reinsurance coverage to both captive insurers and financial guaranty companies. The
typical arrangement ‘is excess-of-loss reinsurance where PMI Europe reinsures a mortgage lender’s captive
insurance comipany ‘above the level of “expected losses” but less than a catastrophic level of losses. These
transactions are believed to be risk-remote in that the lender or its captive insurer assumes a significant amount of
“first loss” risk.. Thts insurance slructure is used occasmnally ln the Umted ngdom by its larger mongage
lenders. ‘ - s : :

Financial guaranty companies also purchase reinsurance to manage risk exposure and capital requirements.
PMI Europe provides excess-of-loss reinsurance where it assumes a second loss position behind over-
collateralization, excess spread mechanisms and potentlally other forms of credit enhancement in a mortgage-
backed security that absorb losses before PMI Europe. PMI Europe has completed-six such transactions to date.

" PMI‘Europe also provides ‘quota share reinsurance where it assumes risk pari passu with an insurer. PMI
Europe has completed one such transaction to date. As of December 31, 2006, approximately 8% of PMI
Europe’s risk in force stemmed from excess-of-loss reinsurance and 1% stemmed from quota share reinsurance.
Potentlal competltors ‘with respect to these producls mclude mortgage msurance compameq other ﬁnanc:al
guarantors and multi- lme msurers )

) . o e

PMI Europe’s third product line, primary insurance, is similar to the primary insurance products offered in
the U.S., Australia and New Zealand. As of December 31, 2006, approx1male|y 28% of PMI Europe’s risk in
force stemmed from primary insurance. Primary insurance is mortgage insurance applied to, priced and settled on
each loan, This product is currently purchased regularly in several European countries. PMI Europe is attempting
to develop greater interest and use of primary insurance in other European countries. PMI Europe commenced
writing this product in ltaly in 2005 and established a branch in 2006 to write this product in Germany in 2007.
Potential competltors at the moment mclude mortgage insurers and multi-line insurers. A maJonty of PM1
Eulrope s primary insurance in force stems from us acquisition of 'a portlon of the U.K. lenders mortgage
insurance ponfoho of Royal and Sun Alllance in thé fourth quarter of 2003. PMI Europe recogmzes premiums
associated with this portfolio in accordance with established earnings pattems that are based upon management’s
estimation of the expiration of the portfolio’s risk. Accordingly, we expect the premiums "earned and risk in force
@ssociqteqlwith the portfolio to continue_ to decline through the remaining life of the portfolio. ‘

For ‘discussion on PMI Europe s loss reserves, refer to Item 7. Managemem s Dlscusw()n and Analysis of
Fi inancial Condition and Results of Operations, Critical Accoummg Esttmates, Reserves for Losses and LAE—
International Operations, .

The applicable regulator of PMI Europe is the Irish Financial Regulator (the “IFR”). Ireland is a member of
the European Union and applies the harmonized system of regulation set out in the European Union directives.
Under applicable regulations, PMI Europe may provide insurance only in the classes for which it has
authorization and must maintain required capital reserves. Irish insurance companies are required, améng other
things, to submit comprehensive annual returns-to the IFR, The IFR has broad powers to intervene in the affairs
of insurance companies including the power to enforce, and take remedial and disciplinary action with respect to,
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its regulations. Under IFR regulations, insurance companies musf
of which is based on recent years’ premium volumes and claim
loss and premium reserve requirements.

In October 2005; the European Union adopted new leg
(“CRD"), which provides a revised framework for EU member

maintain a margin of solvency, the calculation

5 experience, and which supplements technical

islation, the Capital Requirements Directive
nation banking supervisors to implement new

Basel II risk based capital guidelines starting in 2007. The CRD prescribes standard criteria for credit risk

mitigation instruments eligible to provide banks with risk relief.
mortgage insurance benefits for European banks and, as a result,
products if such recognition of mortgage insurance is ultimately

We believe the CRD facilitates recognition of
could increase demand for morigage insurance
incorporated into the regulatory framework of

EU member countries, which we believe will occur in many such countries in 2007,

In Europe, the collection and use of personal information is subject to detailed regulation. The European
Union’s Data Protection Directive establishes a series of privacy requirements that EU member states are obliged
to enact in their national legislation. These requirements generally* apply to all businesses, including PMI Europe,
and include the provision of notice to borrowers concerning how n(heir personal information is used and disclosed

and provisions limiting the transfer of personal information to countries outside the European Union.

Asia

We have been providing mortgage reinsurance in Hong Kong since 1999. Prior to 2006, we offered
mortgage reinsurance through a-Hong Kong branch office. In Ju,n'é 2006, our newly formed subsidiary, PMI Asia,
received its insurance authorization from the Hong Kong Insurance Authority. Subsequent to its receipt of
authorization, PMI Asia assumed our Hong Kong branch’s entire mortgage reinsurance portfolio. PMI Asia’s

principal reinsurance agreement is with the Hong Kong Mortgag
add liquidity to the Hong Kong residential mortgage market.

reinsured a total of approximately $0.5 billion of loans. Insuran
2006, compared to $2.4 billion at December 31, 2005. In 2005 an
increased, and will increase further in 2007, the percentage of mq

2 Corp'()ration, a public sector entity created to
For the year ended December 31, 2006, we
ce in force was $2.5 billion at December 31,
d 2006, the Hong Kong Mortgage Corporation
rtgage insurance risk and associated premiums

that it retains, thereby reducing our reinsurance and premiums written. In light of these reductions, future growth

by PM! Asia in Hong Kong will be increasingly dependenf upon §
mortgage insurance penetration of that market.

PMI Asia, among other reinsurers, generally provides rei
which, with the underlying mortgage insurance, reduces the insure
coverage percentage, usually 70% LTV. Unlike in the United §
reinsurance coverage generally expires when loans amortize bel

0
LTV. Approximately 30% of PMI's reinsurance written in 2{)0{

90.01% and 95.00%, compared with 35% of loans with LTVs b
with LTVs between 70.0_1'% and 85.00%.

PMI generally delegates underwriting decisions with respect
detailed written underwriting guidelines agreed to in advance
reinsurance written by PMI Asia is single premium coverage. In 2

(net of ‘recoveries), PMI Asia’s payment of its claims obligatior

portfolio is guaranteed by PMI Europe.

We hope to expand our product offerings to one or more othe

Canada

We are forming a- wholly-owned Canadian subsidiary (‘P

Ontario. We expect PMI Canada to begin offering residential mo
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nsurance “down-to” coveragé in Hong Kong
:d’s exposure on each loan down to a specified
tates, the uhderlying mortgage insurance and
their down-to coverage percentage, i.e., 70%
was comprised of loans with LTVs between
ztween 85.01% and 90.00% and 35% of loans

to particular loans to the reinsured pursuant to
by the parties. The significant majority of
D06, PMI made claim payments of $0.2 miltion
ns with respect to its Hong Kong reinsurance

+ Asian countries in 2007.

MI Canada”), with headquarters in Toronto,
rtgage insurance products to Canadian lenders




and mortgage originators in 2007. Prior to offering such products, PMI Canada must obtain a license to write
mortgage insurance from the Canadian Office of the Superintendent of Financial Institutions (“OSFI”)}, the
primary regulator of mortgage insurers in Canada. In addition, PMI Canada must obtain a government guarantee,
described further below, from the Canadian Ministry of Finance in order to compete effectively. We have applied
for the license and the guarantee and expect to receive both in the first half of 2007,

Federally regulated financial institutions, or FRFls, are not required to maintain regulatory capital on
mortgages backed by a sovereign guarantee. We are secking to cnter into an agreement with the Canadian
Ministry of Finance pursuant to which it will guarantee, in the event PMI Canada became insolvent, the benefits
payable under mortgage insurance policies we issue in Canada, less 10% of the original principal amount of the .
insured loan. In the event we successfully enter into this agreement, which we expect to do in 2007, the guarantee
would permit FRFIs who purchase our mortgage insurance to reduce their regulatory capital charges for credit
risks on insured mortgages by 90%. In exchange for this guarantee, we expect that we will be required to pay the
Canadian government a quarterly premium and, for a period of time, quarterly guarantee fund deposits. Our
largest private competitor in Canada already operates with the benefit of a similar government issued guarantee.

Prior to offering mortgage insurance in Canada, PMI Canada intends to seek a financial strength rating from
DBRS, the principal rating agency in Canada. In order to acquire this rating, PMI and PMI Canada will enter into
a capital support agreement for the benefit of PMI Canada,

In Canada, we expect to offer primary flow mortgage insurance, similar to primary insurance in Australia,
and structured finance products, Currently, the OSFI requires FRFIs to obtain credit enhancement for residential
mortgages that are greater than 75% loan-to-value. Non-regulated originators and FRFIs also are interested in
limiting default risk in order to offer more flexible loan terms. We expect to offer structured product solutions to
portfolio lenders seeking capital relief or credit enhancement, and to investors seeking to facilitate MBS
transactions or mortgage portfolio sales. We expect that our products will generally be single-premium and
provide coverage for the insured loan’s unpaid principal balance, interest and expenses, following the sale of the
underlying property.

Five large banks in Canada provide approximately 70% of the financing for Canada’s residential mortgage
market. Other market participants include regional banks, trust companies, mortgage loan companies, and credit
unions. The non-bank lender sectors of the mortgage market, sectors in which we expect to participate, increased
in 2005 and 2006, and the credit union lending sector now represents approximately 6% of the origination
market. The typical mortgage product in the Canadian market has a one to five year rate reset and a 25 year
amortization schedule.

The market for primary mortgage insurance in Canada is well established and, excluding PMI Canada,
currently has two main mortgage insurers, the Canadian Mortgage and Housing Corporation (“CMHC”) and
Genworth. The CMHC is a government-owned entity thai provides lenders with 100% capital relief from bank
capital requirements. Additional U.S. based mortgage insurers have stated their intent 1o enter the Canadian
market. ' ' .

Foreign Currency Exchange

We are subject to foreign currency exposure due to operations in foreign countries whose currencies
fluctuate relative to the U.S. dollar, the basis of our consolidated financial reporting. Such exposure falls into two
general categories: economic exposure and transaction exposure.

Economic exposure is defined as the change between anticipated net cash flows in currencies other than the
U.S. dollar and the actual results that are reflected in our consclidated financial statements after translation. To
the extent there are changes in the average translation rates from local currencies to the U.S. dollar, our recorded
consolidated net ircome can be positively or negatively affected. If the U.S. dollar strengthens relative to other
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applicable foreign currencies, our net income from our Internc
impacted by translation losses. Conversely, if the U.S. dollar weal
our net income from International Operations will be positivel
purchase of foreign currency put options, we have mitigated the
to a strengthening U.S. dollar, As the options purchased increaq
increases in the value of the options are reflected in our consoli
gains. If the U.S. dollar were to weaken relative to the Australian
would continue to be positively affected (less the cost of the o
purchased options would expire unexercised. In March 2006, to
~strengthening U.S. dollar, PMI Australia purchased foieign curi
pre-tax cost of $1.3 million. To mitigate the negative impact to ny
PMI Europe also purchased foreign currency (Euro) put options
options expired ratably over the course of 2006. As of December,
realized gains recognized to net income, was net losses of $1.2
PMI Europe, respectively. We have entered into a similar foreign

itional Operations segment will be negatively
kens against other applicable foreign currencies,
y impacted by translation gains. Through the
negative impact to consolidated net income due
e in value as the U.S. dollar strengthens, such
dated results of operations as derivative option
dollar or the Euro, our consolidated net income
ptions purchased) by. translation gains and the
mitigate the negative impact to net income of a
rency (Australian dollar) put options at a total
et income of a strengthening of the U.S. dollar,
o at a total pre-tax cost of $0.1 million. These
31, 2006, the total cost of these options, net of
million and $0.1 million for PMI Australia.and
exchange put option program in 2007 at a pre-

tax cost of $1.3 million.

-+« We do not currenily hedge foreign currency exposures of net investments in our foreign operations. If the
spot exchange rates of the U.S. dollar relative to other applicable foreign‘ currencies change, our net investment in
our foreign operations will be impacted. Foreign currency translfﬁtion gains in accumulated other comprehensive
income were $172.4 million as of December 31, 2006, due primarily to the strengthening of the spot exchange
rates of the Australia Dollar and the Euro relative to the U.S. dollar. This cumulative foreign currency translation
gain benefits PMI's statutory surplus as PMI Australia-and PMI Europe are its wholly-owned subsidiaries.

Transaction exposure refers to currency risk related to specific transactions and occurs between the time a
firm commitment in a foreign currency is entered into and the time the cash is actually paid. Under our
Derivative Use Plan’s Foreign Exchange Policy Guidelines, ‘we are authorized to hedge our transaction
exposure through the purchase of forward currency contracts. We did not engage in any hedging activities of

transaction risk in 2006.

D. Financial Guaranty
- FGIC

We are the largest shareholder of FGIC Corporation, with :
FGIC Corporation’s wholly-owned subsidiary, Financial Guaran
rated financial guaranty company. The other principal investol
Blackstone Group, L.P., The Cypress Group L.L.C. and CIVC
under the equity method of accounting in accordance with Accoy
The Equity Method of Accounting for Investments in Common
consolidated. We believe that this investment allows us to re:
provider of credit enhancement products across multiple asset :
presence in the primary financial guaranty industry.

At December 31, 2006, FGIC had consolidated total assets of
term investments and fixed maturity securities. At December 31,
$299.9 billion.

FGIC is primarily engaged in the business of providing fi
structured finance and international finance (which is compri
business outside the U.S:) obligations. FGIC is licensed to engage
the District of Columbia, the Commonwealth of Puerto Rico, U.S
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; common equity ownership interest of 42.0%.
y Insurance Company { “FGIC”), is a triple-A
rs in FGIC Corporation are affiliates of The
Partners L.P. We account for this investment
inting Principles Board (APB} Opinion No. 18,
Stock and, accordingly, the investment is not
lize our strategic. goal of becoming a global
and risk classes, as well as achieving a major

£5.0 billion, including $3.9 billion of cash, short-
2006, FGIC’s net insured par outstanding was

nancial guaranty insurance for public finance,
sed of. public finance and structured finance
in financial guaranty insurance in all 50 states,
Virgin Islands, the United Kingdom, and other




European Union member countries, FGIC's financial strength is rated “AAA™ by S&P and Fitch, and “Aaa” by
Moody’s. FGIC Corporation’s senior unsecured debt is rated *AA” by S&P and Fitch and “Aa2” by Moody’s.

Financial guaranty insurance generally provides an uncoenditional and lrrevocable guarantee that protects the
holder of an insured financial obligation against non-payment of principal and interest by an obligor when due. If
the issuer of an insured obligation cannot make the scheduled debt service payment, the financial guarantor
assumes this responsibility as and when due. Payment by the financial guarantor does not extinguish the
underlying obligation of the issuer, and such payments may be recoverable from the issuer. The financial
guarantor is subrogated to the rights of the holders of the insured obligations and, in the event of payment under
the policy, has rights in the underlying collateral, if any.

Financial guaranty insurance may be issued at inception of an insured obligation or may be issued in the
secondary market, mainly to institutional holders. Financial guaranty insurance lowers an issuer’s cost of
borrowing; the spread between the yield on the insured obligation (carrying the credit rating of the insurer) and
the yield on the obligation if sold on the basis of its uninsured credit rating defines the maximum insurance
premium available to the insurer. Financial guaranty insurance also increases the mquelabilily of obligations
issued by infrequent or unknown issuers or obligations with complex structures. Investors benefit from increased
liquidity in the secondary market, reduced exposure to price volatility caused by changes in the credit quality of
the underlying insured issue and added protection against loss in the event of the issuer’s default on its
obligation. '

U.S. Public Finance. The U.S. public finance market includes municipal general obligation bonds
supported by the issuer’s taxing power and spec:al revenue bonds and other obligations of state and local
govemmems supported by the issuer’s ability to’impose and collect fees and charges for specific public services
or projects. The issuer typically pays a one time premium to FGIC at the time the policy is issued. Proposed new
public finance bond issues are submitted to FGIC by issuers, their investment bankers or financial advisors to
determine their suitability for financial guaranty insurance. FGIC also provides financial guarantees on public
finance bonds outstanding in the secondary market. A financial guarantee generally affords a wider’secondary
market and therefore fgreater marketability to previously issued bonds. As is the case with new issues, the
premium is generally payable in full at the time of policy issuance. FGIC employs the same underwriting
standards on secondary miarket issues that it does on rew public finance issues. As of December 31, 2006,
$219.3 billion, or 73.1%, of FGIC’s total net par outstanding represented insurance of public finance obligations.
While this 73.1% represents a decline from 78.1% at December 31, 2005, we believe that FGIC’s public finance
concentration remains higher than the industry average.

U.S. Structured Finance. Most U.S. structured finance obligations are secured by, or represent interests in,
diverse pools of specific assets, such as residential mortgage loans, auto loans, credit card receivables, other
consumer receivables, corporate loans or bonds, small business loans, and commercial real estate loans. The pool
of assets underlying the obligations has an identifiable cash flow or market value. Structured finance obligations
insured by FGIC generally have the benefit of over-collateralization and/or other forms of credit enhancement to
mitigate credit risks associated with the related assets. These forms of credit enhancement are designed to absorb
losses in these transactions: Currently, the largest component of FGIC's structured finance business relates to the
securitization of residential mortgages and home equity loans.

Premiums for structured finance policies are typically based on a percentage of par insured, and can be
collected in a single payment at the policy inception date or collected periodically (e.g., monthly, quarterly or
annually) from the cash flow generated by the underlying assets. The U.S. structured finance market in which
FGIC provides financial guarantees is broad and varied, comprising public issues and private placements. As of
December 31, 2006, $68.0 billion, or 22.7%, of FGIC’s total net par outstandmg, represented insurance of U.S.
structured finance,

International Public Finance and Structured Finance. Issuers are increasingly using financial guaranty
products outside of the United States, particularly in markets throughout Western Europe. FGIC launched its
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imternational finance operation in late 2004 and to date has
transactions and triple-A rated collateralized loan and debt oh
policies are based on a percentage of either par or par and inte
transaction, premiums are collected in a single payment at the pol
As of December 31, 2006, FGIC's net par outstanding rela
$12.6 billion.

focused on insuring essential infrastructure
ligations. Premiums for international finance

rest insured. Depending upon the terms of the

icy inception date or are collected periodically.
ed to international finance transactions was

petitive.-FGIC’s principal competitors are three
wo smaller triple-A rated financial guaranty

Competition. The financial guaranty industry is highly com
major triple-A rated financial guaranty insurance companies,
insurance companies and one split-rated financial guaranty insurance company. Banks, multiline insurers and
reinsurers represent additional participants in the market. Financial guaranty insurance competes with other
forms of credit enhancement, including senior-subordinate strpctures and letters of credit issued by other
financial institutions. Senior subordinated structures in the mortgage-backed sector reduce the number of
transactions eligible for insurance. Financial guaranty insurance also competes, in nearly all instances, with the
issuer’s alternative of foregoing credit enhancement and paying a fhigher interest rate. If the interest savings from
insurance are not greater than the cost of insurance, the issuer will generally choose to issue bonds without credit
enhancement. Accordingly, credit spreads—the difference in interest cost for issuers under different credit rating
scenarios — are a significant factor in the issuer's determination of whether to seek credit enhancement. As credit -
spreads tighten, the likelihood that issuers will choose to issue boﬁds without credit enhancement increases. (The
tighter credit spreads reduce the insurance premium margin dvailable, and an insurer is unlikely to offer
ins‘urance below a certain level of profitability.)

Loss Reserves. FGIC’s and the financizl guaranty industry’s incidence of paymem'default on insured bqnd
issues has historically been very low. FGIC's provision for losses and loss adjustment expenses fall into two
categories: case reserves and watchlist reserves. '

Case reserves are established for estimatad losses on specific insured obligations that are presently or likely
to be in payment default for which future loss is probable and| can be reasonably estimated. These reserves
represent an estimate of the present value of the anticipated shortfall, net of reinsurance, between (i) anti(fipated
claims payments on insured obligations plus .an'ticipated loss adjustment expenses and (i) anticipated cash flow
from, and proceeds to be received on, sales of any collateral sup&:orting the obligation and/or other anticipated
recoveries. The discount rate used in calculating the net present yalue of the estimated losses is based upon the
risk-free rate for the period of the anticipated shortfall. '

1st FGIC on insured obligations that are not

Watchlist reserves, recognize the potential for claims agai r
d level where there is a substantially increased

presently in payment default, but that have migrated to an impairg
probability of default. These reserves reflect an estimate of probable loss given evidence of jmpairment, and a
reasonable estimate of the amount of loss given default. The methodology for establishing and calculating the
watchlist reserves relies on a categorization and assessment of the probability of default, and loss severity in the
event of default, of the specifically identified impaired obligations on the list based on historical trends and other
factors, FGIC conducts ongoing insured portfolio surveiltance ta identify all impaired obligations and thereby
provide a materially complete recognition of losses for each accounting period. Reserves are adjusted each period
based on claim payments and the results of ongoing surveillance| Adjustments of estimates made in prior years
may result in additional loss and loss adjustment expenses or a reduction of loss and loss adjustment expenses for
the period in which the adjustment is made. See Item 7. Management's Discussion and Analysis of Financial
Condition and Results of Operations —Conditions and Trends Affecting our Business—Financial Guaranty.

Regulation; Dividend Restrictions. FGIC is subject to the insurance laws and regulations of the State of
New York, where FGIC is domiciled, including Article 69, a comérehensivc financial guaranty insurance statute.
FGIC is also subject to the insurance laws and regulations of al]l other jurisdictions in which it is licensed to

transact insurance business. The insurance laws and regulations, a
may be exercised by the various insurance regulators, vary by
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companies to maintain minimum standards of business' conduct and solvency, to meet certain financial tests, to
comply with requirements concerning permitted investments and the use of poli¢y forms and premium rates, and
to file quarterly and annual statutory statements and other reports. FGIC’s accounts and operations are subject to
periodic examination by the Superintendent of Insurance of the State of New York and by insurance regulatory
authorities in the other JUI‘ISdlCIlOﬂS in which FGIC is licensed to write insurance..

FG[C’s ability to pay dividends is subject to restrictions contained in-the insurance laws and related
regulations of New York and the other jurisdictions in which FGIC is licensed to do insurance business. Under
New York insurance law, FGIC may pay dividends out of statutory earned surplus, provided that, together with
all dividends declared or distributed by FGIC during the preceding 12 months, the dividends would not exceed
the lesser. of (i) 10% of policyholders’ surplus as of its last statement filed with the New York Superintendent of
Insurance and (ii) adjusted net investment income during this period. Adjusted net investment income includes a
two-year carry-forward- for undistributed investment income. Any dividend distribution in excess of these
requirements would require the prior approval of the New York Superintendent of Insurance.” .~ + - T

In addition, so long as any FGIC Corporation senior preferred stock {or class B.common stock issued upon
conversion of that preferred stock) is outstanding, FGIC Corporation’s certificate of incorporation -generally
prohibits the payment of dividends or other payments on any of FGIC Corporation’s capital stock, except the
senior preferred stock, without the consent of the holder of two-thirds of the outstanding shares of that preferred
stock (or the class B common stock issued upon conversion of that preferred stock). This restriction does not
apply to cash dividends declared and paid on the class A common stock after the ninth anniversary of the ctosing
of the FGIC Corporation investment, provided that those dividends are paid from retained earnings in excess of
the amount of FGIC Corporation’s retained earnings on the closing date of such investment, the amount of the
dividends in any. fiscal year does not exceed one-third of one percent of FGIC Corporation’s. stockholders’
equity, and equivalent dividends are paid on the class B common stock.

. The stockholders agreement between The PMI Group and the: other investors in FGIC Corporation also
restricts the payment of dividends by FGIC Corporation., The stockholders agreement provides that FGIC
Corporation will not declare or pay cash dividends to holders of its common stock prior to.the earlier of the fifth
anniversary of the closing of the investment and the completion of the first underwritten public offering of FEGIC
Corporation’s common stock, and, in any event, that such dividends will not be paid prior to the redemption of
FGIC Corporation’s senior preferred stock and class B common stock,

1 . . . )

FGIC Corporation is further restricted in the payment of dividends by the terms of its 6% senior notes, due
2034. Except as described in the following sentence, FGIC Corporation may not pay dividends unless the amount
of the dividends, together with other similar payments, or restricted payments, during any fiscal year does not
exceed the greater of (i) 30% of FGIC Corporation and its subsidiaries’ consolidated net income for the previous
fiscal year and'(ii) 2.5% of the stockholders’ equity on the consolidated balance sheet of FGIC Corporation and
its subsidiaries as.of the énd of the previous fiscal year. FGIC Corporation may make restricted payments
regardless of amount so long'as the payments would not reasonably be expected to cause an adverse change to
either (i) the then current insurance financial strength rating and outlook of FGIC or (ii) FGIC Corporation’s then
current senior unsecured debt rating and outlook,

Other. -FGIC operates as an mdependent company. Our stockholders agreement with the other members of
the investor group provides for certain corporate. governance arrangements with respect to FGIC and. other
important corporate matters.

PMJr Guaramy

T

In 2006, we formed PMI Guaranty, a wholly -owned surety company based in New Jersey. PMI Guaranty
received its certificate of authority from.the New Jersey Department of Banking and Insurance in July 2006 and
. began operations in the fourth quarter of 2006. PMI Guaranty has financial strength ratings .of AA+ by Fitch
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Ratings, AA by Standard & Poor’s, and Aa3 by Moody’s Investors 3ervice. In addition, Standard & Poor’s assigned
a AA Financial Enhancement Rating to PMI Guaranty. PMI Guaranty competes in the markets for AA-rated
financial guaranty insurance, financial goaranty reinsurance’and related credit enhancement products and services.

We initially capitalized PMI Guaranty with $200 million, which included $150 million of paid-in equity and
a $50 million junior surplus note issued to The PMI Group. In addition, PMI Guaranty benefits from a capital
support agreement with PMI, ‘which is guaranteed by The PMI Group. The capital support agreement and
corresponding guarantee are for a maximum of $630 million. As|of December 31, 2006, PMI Guaranty had net
reinsured par outstanding of $562.2 million. -

Mortgage Related Credit Enhancement. PMI Guaranty offers AA-rated financial guaranty type insurance
for bonds that are backed by'a broad array of mortgage-related asgets, including first lien mortgages, second lien
mortgages, Home Equity Lines of Credit, and mortgages with high LTV ratios. These products also insure bonds
that are backed by the excess cash flow associated with the issuance of mortgage-backed securities, generally
referred to as Net Interest Margin Securities, The excess cashjﬂow results from the difference between the
interest on the mortgages underlying the security and the interest paid on the bond (excess spread) and the fact
that the principal value of the mortgages typically exceeds the jprincipal amount of the offered bonds (over-
collateralization). PMI Guaranty’s credit. enhancement products guarantee thai the principal and interest
associated with the insured bonds will be paid to investors on the date due. - S

-PM! Guaranty’s products ditfer from FGIC’s in several respects! First, while FGIC offers coverage on
municipal bonds and structured finance obligations secured by a;wide range: of assets, PMI Guaranty’s current
principal focus i$ to offer credit protection on bonds backed by imortgage-related assets. Second, as described
below, PMI Guaranty typically insures MBS bonds that are less senior in priority than bonds typically insured by
FGIC. : :

In a typical mortgage backed securitization structure, there are three levels of exposure to loss: first loss,
mezzanine loss and remote loss. First loss usuailly refers to the over-collateralization and excess spread in the
structure, sometimes ‘augmented by mortgage insurance, as well I?'{s the non-rated tranches of. the securitization
structure. Losses associated with the pool of securitized loans will first be absorbed by mortgage insurance (if
due to borrower default), excess spread and over-collateralizationi If over-collateralization is depleted, and there
is insufficient excess spread to make scheduled interest payments on issued securities, losses will then be
allocated to the non-rated tranches and, once that is depleted, to those bonds in the securitization structure’s
mezzanine tranches. - o

The mezzanine risk level generally consists of the non-investment grade rated tranches up to and including
lower investment grade tranches. PMI Guaranty, as a AA-rated insurer, generally guarantees payment obligations
on the tranches of the securitization structure that commence at|a lower investment grade. level (for. example,
BBB-) and end at the ‘AA’ attachment point (i.e., up to and including the *AA’ level). With the guarantee,
issuers are able to offer AA-rated securities equal to the entire notional amount of these “wrapped” tranches.

We expect PMI Guaranty, through its financial guaranty profuct offerings, to capitalize on our expertise in
the mortgage-related securities sector and complement the operations of PMI. While both PMI Guaranty and
PMI will offer their products independently, we believe that the combination of first loss coverage from PMI and
mezzanine loss coverage from PMI Guaranty in a securitization provides issuers with a more comprehensive
credit enhancement solution. ‘ e -

Financial Guaranty Reinsurance. PMI Guaranty also offers financial guaranty reinsurance to triple-A
rated primary financial guarantors. PMI Guaranty’s reinsurance portfolio is expected to consist of securities that
are backed by mortgage-related assets as well as municipal bonds; PMI Guaranty’s obligation to make payments
of principal and interest to investors through its financial ‘guaranty reinsurance product will arise when triple-A
rated financial goarantors provide PMI Guaranty with notice that/they will be responsible for making payments
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of principal and interest to investors. When provided with such notice, PMI Guaranty will be obligated to pay its
proportionate share of any losses based upon the reinsurance treaty.

‘ ' ' . ' . . . . ! N
Triple-A rated financial guarantors, including FGIC, are required by the rating agencies 10 maintain amounts
of capital exceeding those required of AA-rated financial guarantors. By providing reinsurance to triple-A rated
financial guarantors, PMI Guaranty can reduce the amount of total capital held by the triple-A rated financial
guarantors. '

Competition. PIPMI Guaranty faces significant competition in both the financial guaranty insurance and
financial guaranty reinsurance arenas. In addition to PMI Guaranty, there is currently one AA-rated financial
guarantor that provides financial guaranty insurance and at least three financial guarantee reinsurance
compelilérs. PMI Guaranty also competes with aliernative credit enhancement products and structures and
capital l‘ﬁﬂﬂ(&t participants. '

PMI Guaranty is!siubject to the insurance laws and regulations of the State of New Jersey, where it is
domiciled. As a licensed ‘surety corporation, PMI Guaranty is regulated by the New Jersey Department of
Banking and Insurance.

RAM Re

We own 23.7% of RAM Holdings Ltd., a holding company for RAM Re. RAM Re is a financial guaranty
reinsurance company based in Bermuda. RAM Re is currently rated “AAA” by S&P and “Aa3” by Moody's.
RAM Re and its holding company are subject to regulation under the laws of Bermuda. RAM Holdings Lid.
completed an initial public offering in the first quarter of 2006 and is publicly traded on the Nasdaq National
Market.

RAM Re commenced business in February 1998 with the purpose of reinsuring municipal, structured
finance and international debt obligations originally underwritten by triple-A rated guarantors. RAM Re provides
reinsurance to primary financial guarantor companies that market credit enhancement of debt securities through
insurance on scheduled payments on an issuer’s obligations. RAM Re’s insured portfolio consists primarily of
municipal securities and structured products, principally asset-backed securities. RAM Re derives substantially
all of its financial guaranty revenues from premiums ceded by the major primary financial guarantors.

When a primary financial guaranty company cedes a portion of a particular transaction to a reinsurer such as
RAM Re, that reinsurer becomes obligated to pay its proportionate share of any losses should the reinsured
transaction default. The ceding companies use such reinsurance for a variety of reasons, including to increase
insurance capacity, assist in meeting applicable regulatory and rating agency requirements, in particular with
respect to single risk and risk concentration limits, manage single risks and risk aggregations among servicers on
asset backed transactions as well as for broader risk management purposes (such as addressing sector or
geographic concentrations).

The financial guaranty policies which RAM Re reinsures typically cover full and timely payment of
scheduled principal and interest on debt securities. A reinsurance company receives its share of the premium
from the primary insurer, and typically pays a. ceding commission to the primary insurer as compensation for
underwriting expenses. Insurance is,ceded by the primaries to the reinsurance companies either on a treaty or
facultative basis. Treaty reinsurance typically involves an agreement covering a defined class of business where
the reinsurance company must assume, and the insurer must cede, a portion of all risks defined by the terms of
the treaty. In facultative agreements, reinsurance is negotiated on a case-by-case basis for coverage of individual
transactions or business segments, giving both parties control over the credit process.
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E. Investment Portfolio

As of December 31, 2006, The PMI Group and its cons
equivalents of $457 million and investments of $3.3 billion, In
formed the Investment and Finance Committee of the Board of
including our unconsolidated subsidiaries, approve investment st
and oversee other capital matters. The U.S. companies included

1

blidated subsidiaries had total cash and cash

2004, The PMI Group's Board of Directors
Directors to oversee our investment portfolio,
rategies, monitor our investment performance,
n the consolidated financial statements, or the

U.S. Portfolio, held cash and cash equivalents and investments pf $2.4 billion as of December 31, 2006. We
manage the fixed income portion of the U.S. Portfolio internally. The 4.8% of the U.S. Portfolio invested in

common stock of publicly-traded corporations is managed by Mt. Eden Investment Advisors.

We manage the U.S. Portfolio to achieve the goals of providing a predictabie, high levet of investment
income, while maintaining adequate levels of liquidity, safety and preservation of capital. Growth of capital and
surplus through long-term market appreciation are a secondary consideration. Realization of taxable capital gains
is minimized and emphasis is given to credit quality, price volatility and diversification, for each investment
category as well as for the portfolio as a whole. As of December 31, 2006, based on market value and exchuding
cash and cash equivalents, approximately 81.&% of the U.S. Portfolio was invested in fixed income securities and
approximately 18.1% was invested in equity securities. 96.8% of the fixed income investments were rated “A” or
better by at least one nationally recognized securities rating organization, and of those, 68.9% were rated “AAA,”
19.4% were rated “AA,” and 8.5% were rated “A.” The U.S. Portfolio’s fixed income portfolio’s option-adjusted
duration, including cash and cash equivalents, was 4.8 as of December 31, 2006. We generally do not invest in
mortgage backed securities. '

Investments held by The PMI Group’s U.S. insurance subsidi
of each of the states in which they are licensed. These statute
protection of policyholders, set limits on the percentage of assets
categories (e.g., under Arizona law, no more than 20% in equity
under Arizona law).

PMI Australia’s, PMI Eurcpe’s and PM] Asia’s investments
by their respective boards of directors and are managed by invest
management agreements. We regularly review these entities’
investment policies specify that the portfolios must be invested
grade bonds.

As of December 31; 2006, PMI Australia had $105.0
$966.3 million of investments which are managed by Deutsche
investment portfolio consists mainly of high-grade Australian ¢
issued by sovereign, semi-government and corporate entities. Al
adjusted duration, including cash and cash equivalents, was
investment grade rated. The portfolio also contains a small al
securities.

As of December 31, 2006, PMI Europe had $23.6 million i

aries are subject to the insurer investment laws

s, designed to preserve insurer assets ‘for the

that an insurer can hold in certain investment
securities) and with a single issuer (e.g., 10%

are subject to the invéstment policies adopted

ment advisory firms under separate investment

nvestment strategies and performances. The

predominantly in intermediate-term and high-

'

million in cash and cash equivalents and
Asset:Management (Australia) Limited. The
urrency-denominated fixed income securities
t December 31, 2006, the portfolio’s option-
.7. The entire Australian bond portfolio is
location of investments in Australian equity

cash and cash equivalents and $191.7 million

of investments which are managed by Morgan Stanley Investment Management Limited. The investment
portfolio consists of Euro and British Pounds Sterling currency-denominated fixed income securities issued by
sovereign, agency and corporate entities, The portfolio’s optiob—adjusted duration, including cash and cash
equivalents, was 4.7 at December 31, 2006. PMI Europe’s portfolio did not contain investments in equity
securities as of December 31, 2006. . .

As of December 31, 2006, PMI Asia had $3.6 million in cash and cash equivalents and $58.9 million of
investments which are managed by Deutsche Asset Management (Hong Kong) Limited. The investment portfolio
consists of Hong Kong dollar denominated fixed income securities issued by sovereign, agency and corporate
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entities. The portfolio’s option-adjusted duration, including cash and cash equivalents, was 3.4 at December 31,
2006. PMI Asia's portfolio did not contain investments in equity securities as of December 31, 2006.

We review the investment portfolios and strategies of our unconsolidated subsidiaries on a- quarterly
basis. Through our representation on their boards of directors, we have a limited ability to influence their
investment management decisions,

1

F. Employees

As of December 31, 2006, The PMI Group, together with its wholly-owned subsidiaries and CMG MI, had
approximately 1,000 full-time and part-time employees, of which 720 persons performed services primanly for
PMI, 226 were employed by PMI Australia, 23 were employed by PMI Europe, 5 were employed by PMI Asia,
24 performed services primarily. for CMG MI and 4 for PMI Guaranty. Our employees are not unionized and we
consider our employee relations to be good. In addition, MSC had 179 temporary workers and contract
underwriters as of December 31, 2006.

1.

'
- PR A

ITEM 1A. RISK FACTORS i

If the volume of low down payment home mortgage originations declines or if the number of mortgage loans
originated and purchased by the GSEs continues to decline, the amount of insurance that PMI writes could -
decrease, which could result in a decrease of our future revenue. - :

A dééline in the volume of low down pa)vrment ‘moitgage originations could reduce the demand for privite
mortgage insurance and consequently, our revenues. The volume of low down payment mortgage originations is
affected by, among other factors: the level of home mortgage interest rates; domestic economy and regional
economic conditions; consumer confidence; housing affordability; the rate of "household formation; the rate of
home price appreciation, which in times of heavy reﬁnancmg affects whether refinance loans have loan-to-value
ratios  that require private mortgage insurance; and government housmg policy. The GSES are prlnc1pal‘
beneficiaries of PMI's flow mortgage insurance policies and the decline in the number of low down payment
morigage loans originated and purchased by the GSEs has adversely affected our revenues from this channel. The
GSEs lost market share in 2005 and 2006 due in part to higher percentages of less-than-A loans, adjustable rate
mortgages, which we refer to as ARMs, and reduced documentation loans originated in 2005 and 2006. Such
loans are generally either retained by loan originators and not sold to the GSEs or are placed in mortgage-backed
securities that are privately issued and not guaranteed by the GSEs. . ‘

o

If interest rates decline, home values increase or mortgage insurance cancellation requirements change, the
length af fime that PMD's pohaes remain in force and our revenues could decline.

A significant percentage of the premiums PMI earns each year is generated from insurance polncnes written
in previous years. As a result, a decrease in the length of time that PMI's policies remain in force could cause our
revenues to decline, Factors that lead to borrowers canceling their mortgage insurance include: current mortgage
interest rates falling below the rates on the mortgages underlying insurance in force, which frequently results in
borrowers refinancing their morlgages appreciation in the values of the homes underlying the mortgages we
insure; and the availability of alternative loan products, which provide borrowers with the opportumty to at least

, lcmporanly decrease their monthly loan payments. - ! .

Iif mortgage lenders and investors select alternatives to pri'vate mortgage insurance, such as piggyback loans,
the amount of insurance that we write could decline, which could reduce our revenues and profits.

In the U.S., mortgage lenders have been increasingly structuring mortgage originations to avoid private
mortgage insurance, primarily through the use of simultaneous seconds, piggybacks, 80/10/10s, 80/15/5s or
80/20 loans. Such moitgages are structured to include a first mortgage with an 80% loan-to-value ratio and a
second mortgage with a loan-to-value ratio ranging from 5% to 20%. Over the past several years, the volume of
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these loans, or variations thereof,,as alternatives to loans requiring mortgage insurance has increased significantly
and may continue to do so for the foreseeable future. . . S . o

_Other alternatives to private mortgage insurance include: . . :

« government mortgage insurance programs, including those of the FHA and the VA;

¢ member institutions providing credit enhancement on loans sold to a FHLB;

+ lenders and investors holding mortgages in their portfolios and self-insuring; o

i

*» , mortgage lenders maintaining lender recourse or participation with respect to loans sold to the GSEs;

. and " " ‘ . ’ . ! . ’ ! l’ ; t '- 1+, ‘ e il t +
e investors using internal credit enhancements, such as credit ' default or interest rate swaps, over
collateralization and subordination, as partial or complete subsutules to pnvate morlgage insurance in

mortgage backed securitizations. ' : . Clee .l
o |

These alternatives, or new alternatives Lo private mortgage|insurance that may develop, could reduce the
demand for private mortgage insurance and cause our revenues and profitability to decline. .

[ LI '

Although the FHLBs are not required to purchase insurance ior mortgage loans, they currently use mortgage
insurance on substantially:all mortgage loans. with a loan-to-value ratio above 80%. If the FHLBs were .to

purchase uninsured mortgage loans or increase ‘the. loan-lo-valluc ratio threshold above’ which they require
mortgage insurance, the market for mortgage insurance could decrease and we could be adversely afffected.‘

The risk-based capizz'll rule applicable to the GSEs may allow large financial entities such as'banks, financial
guarantors, insurance companies, and brokerage firnis to provide or arrange for products that may efficiently
substitute for some of the capital relief provided fo 'tﬁe' GSEs by, private mortgage insurance. Our consolidated
financial condition and results of operatlons n“ould be harmed if” he GSEs wer€ to use these products in lieu of
mortgage msurance v ' S ‘

[ R t . [T 1"'1‘1

.,,

We reinsure a pomon of our mortgage insurance default risk with lender-aff Hiated captzve remsurance '
companies, which reduces our net premiums written and eamed

. ’ ' . Lo

Mortgage insurers including PMI offer products to lenders that are designed to ailow them to participate in
the risks and rewards of the mortgage insurance business. Many of the major mortgage lendérs have established
affiliated captive reinsurance companies. These captive reinsurance companies assume a portion of the risks
associated with the lender’s insured mortgage loans in exchange, for a percentage of the associated gross
premiums. Ani increasing percentage of PMI's primary flow insurance in.force has been generatcd by customers
with captive reinsurance companies. Because a number of our ma[]or customers have made the business decision
to participate in the mortgage insurance business’by establishing reinsurance companies,-we believe that if we
did not offer captive reinsurance agreements, our competitive position would suffer Capt:ve reinsurance
agreements negatively impact our net premlums wrmen and earne

i i ! ' -

Economic factors ‘have adversely affected and may continue to adversely affect PMI’s loss experience.

PMI’s loss experience has increased over the past year and could continue to increase in the year(s) to come |
as a result of: national or regional economic recessions and denlurnS' declining values of homes; higher
unemployment rates; higher levels of consumer credit; detenoraung borrower credit; interest rate volanhty, war
or terrorist activity; adverse weather events; or other economlc factors.

[E - '
PMUI’s loss experience may increase as its pohcres contmue m age. '

* -

We expect the majority of losses and LAE on msured loans (in PMI’s current portfolio' to occur. during‘thé'
second through the fourth years after loan origination. Primary insurance written from the period of January 1,
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2003 through December 31, 2005 represented 57.7% of PMI's primary risk in force as of December 31, 2006.
Accordmgly, a ma_]orlty of the primary portfollo is in, or approachmg, its peak claim years. We believe our loss
experience ‘could iricrease as these polrcres age. If the claim frequéncy on PMI’s risk in force significantly

exceeds the claim frequency that was assumed in settmg premlum rates, our consohdated ﬁnanc:al condmon and

*

resiilts of operauons would be ha.rmed

- E . N
] PLE] N B 1 e

b ': P B

’ : L ST o P . - g
Since we generally cannot cancel mortgage insurance policies or adjust renewal premiums, unanticipated
claims could cause our financial performance to suffer.

We, generally- cannot cancel the, mortgage -insurance coverage that it provides or.adjust renewal premiums
during the life of a mortgage insurance policy. As a result, the impact of unanticipated claims generally cannot be
offset by premlum increases on polrcres in force or mitigated by non-renewal or cancellation of insurance
coverage The premlums we'charge may not be adequate to compensate us for the risks and costs associated with
thé insurance’ coverage provrded fo ciistomers.' An increase in the number or size of unanncrpated clairns could
adversely affect our consolldated ﬁnancral condition and results of operatlons oo n

o K
Geographrc concentranan of PMPs primary msumnce in force coula' mcrease clatms and losses and harm
our financial performance e :

We could be affected by economic downturns, natural disasters and other events in specific regions of the
United States where a large portion of our U.S:*business is concentrated. -As of December 31, 2006, 10.7% of
PMI's primary risk in force was located in-Florida, 7.4% was located in Texas and '7.0% ~was located in
California. In addition, refinancing of mortgage loans can have the effect of concentrating our insurance in force
in economlcally weaker areas of the U.S. As’of December 31, 2006, 13. 2% of U.S. policies in force related to
loans located in Mlchrgan Kentucky, Indlana .and, 0h10 Collectlvely these states experienced hrgher default
rates in 2006 than other regions of the U.S.

. A v, . . 1 . L . ) . : " o . . . )
The premiums we charge for mortgage insurance on high LTV loans, ARMs, less-than-A quality loans, Alt-A
loans, interest only loans; and payment option ARMSs, and the associated investment mcome, may not be
adequate to compensate for future losses from these loans: -+ '~ - S

PMI's prlmary new insurance written and nsk in force includes:

- "' Loans wnh LTVs exceedlng 97%, known as hlgh LTV Joans._ At December 31 2006 18% of PMI’ ]

v

prrmary risk in force consisted of hrgh LTV loans, compared to 14% it December 31, 2005.

20% at 2005 year end

*  Al:-A loans Ar December 31, 2006 20% of PMI’s primary risk in force consisted of Alt-A loans,
compared t0.17% at 2005 year end. L -

» Interest only loans. " * At December 31, 2006 we estimate that approx1malely 10% of PMI's pnmary nsk
in force consisted of interest only loans, compared to 6% at 2005 year end.

.* " Payment option ARMs. At December 31,:2006, we estimate that approximately 5% of PMI's pnmary
..risk in force consisted of payment option ARMs, compared to 3% at 2005.year end.

* ARMs. At December 31, 2006 19% of PMI’s primary risk in force consisted of ARMs, compared to

» Less-than- A quality mortgage loans. 'At December 31, 2006, 8% of PMI s pnmary risk in force

con51sted of less-than- A qua]ny loans compared 10 9% at 2005 year end.
we expect'hrgher default and claim rates for high LTV loans, ARMS Alt-A° loans, interest only loans,
paymem optron ARMs, and less-than-A quality loans. Although we attempt to mcorporale these higher defaunlt
and claim rates into’ our underwriting and pricing models, there can be no assurance that the premiums earned
and the associated investment income will prove adéquate to compensate for future losses from these Ioans.
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Our loss reserves may be insifficient to cover claims paid and |

‘We establish loss reserves to recognize the liébiiity for

pss-related expenies incurred,

unpai_d' losses related to insurance in force on

mortgages that are in default. These loss reserves are regularly réviewed and are based upon our estimates of the

claim rate and average claim amounts, as well as the estimated
claims. Any adjustments, which may be material, resulting from
results of operations. Our consolidated financial condition and
reserve estimates are insufficient to cover the actual related claim

We delegate underwriting authority to mortgage leniders which
do not confarm to our underwriting guidelines, and thereby inc

i A SIgmﬁcant percentage of PMI's _new insurance Writ
underwntmg program under which, subject to routine audit, ce
mortgage loans meet our program guidelines and commlt us to
availability of delegated underwriting to additional customers.
mortgage loan, we generally may not refuse, except in limited ¢
that loan even if we reevaluate that loan’s risk profile and dete
lender fails to follow our delegated underwriting guidelines.

costs, including legal and other fees, of settling
these reviews are reflected in our consolidated
results of operations could be harmed if our
s paid and loss-related expenses incurred. '

[
. i

could cause us to insuré mortgage loans that
rease claims and lossés. -

ten 1s, underwntten pursuant to a delegated
rtain mortgage lenders may determine whether
issue mortgage insurance. We-may expand the
If an approved lender commits us to insure a
ircumstances, to insure, or rescind coverage on,
rmine the risk profile to be unacceptable or the

If we fail to properly underwrite mortgage loané when we pr_ovidé contract underwriting services, we may be

required to provide monetary and gther remedies to the custom

!
T‘-.

We provide contract underwriting services for a fee. As a part of the contract underwriting services, we

provide monetary and other remedies to customers in the ‘event

that we fail to properly underwrite a mortgage

loan. As a result, we assume credit and, tc a lesser extent, interest rate risk in connection w1th our-contract

underwriting services. Generally, the remedies provided are i
policies. Contract underwriting services apply to a significant

addition to those contained in PMI's master

costs relating to the investigation and/or provision of remedies could have a.material adverse effect on our
consolidated financial condition and results of operations. Worsening economic conditions or other factors that

could increase default rates could also cause the number and seve;

Our revenues and profits could decline if PMI loses market sha

;Eercentgge of PMI’s insurance in force and the

rity of remedies to increase.

}
re as a result of industry compeutmn or 1f our

competitive position su[fers as a result of our mabtltty to introdice and successfully market new products and

programs.

The principal sources of PMI's competition include: othef

wholly-owned subsidiary of a well-capitalized, diversified public

that provide it with. potentially greater resources than we have,
nders and investors select alternatives to private

:

mortgage insurance discussed above. See also, “If mortgage le

private mortgage insurers, one of which is a
company with direct or indirect capital reserves
as well as the various alternatives to private

mortgage insurance, such as piggyback loans, the amount of insurance that we write could decline, which could

reduce our revenues and profit,” above.

¥ !

With respect to our structured finance -channel, PMI ¢
primarily other private mortgage insurers and financial guarant
including aggregators and loan originators, who are continuall

mpetes with other external credit enhancers,

devising new forms of structures in which to

%l"s, as well as with capital markets participants,

securitize mortgage loans without external credit enhan.cemel t, including private mortgage insurance. To
successfully compete in the structured finance arena, we must infroduce competitive new products and programs

and maintain competitive pricing. If we are unable to successfu

;

compete with other private mortgage insurers,

other external credit enhancers and the various other private mortgage insurance alternatives, or if we experience

delays in mtroducmg competitive new products and programs or
than our existing products and programs, our business will suffer.
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Changes to the risk-based capital rule issued by the Office of Federal Housing Enterprise Oversight could
cause PMI’s business to suffer,

The Office of Federal Housing Enterprise Oversight, the agency which currently regulates the GSEs, or
OFHEOQ, has issued a risk-based capital rule that proscribes treatment of credit enhancements issued by private
mortgage insurers and provides capital guidelines for the GSEs in connection with their use of other types of
credit protection counterparties in addition to mortgage insurers, OFHEO has the authority to make changes to
the risk-based capital rule. If changes to the rule resulted in the GSEs increasing their use of either “AAA” rated
mortgage insurers, if any, instead of “AA” rated entities or credit protection counterparties other than mortgage
insurers, our consolidated financial condition and results of operations could be adversely affected.

Legislation and regulatory changes, including changes impacting the GSEs, cauld significantly affect PMI’s
business and could reduce demand for private mortgage insurance.

Mortgage origination transactions are subject to compliance with various federal and state consumer
protection laws, including RESPA, the Equal Credit Opportunity Act, the Fair Housing Act, the Homeowners
Protection Act, FCRA, the Fair Debt Collection Practices Act, and others. Among other things, these laws
prohibit payments for referrals of settlement service business, require fairness and non-discrimination in granting
or facilitating the granting of credit, require cancellation of insurance and refunding of unearned premiums under
certain circumstances, govern the circumstances under which companies may obtain and use consumer credit
information, and define the manner in which companies may pursue collection activities. Changes in these laws
or regulations could adversely affect the operations and profitability of our mortgage insurance business.

Congress may approve. proposed legislation this year that would overhaul the GSEs’ existing regulatory
structure. The legislation, as currently proposed, encompasses substantially all of the GSEs’ operations, including
their affordable housing initiatives, the GSEs’ products and marketing activities, the GSEs’ loan limits, the
GSEs’ minimum capital standards, and their risk-based capital requirements. Congress may choose to draft
legislation in such a way that might limit the growth of the GSEs, which could result in a reduction in the size of
the mortgage insurance market. It could also provide the GSEs with alternatives to the use of mortgage
insurance. We do not know what form, if any, the legislation will take, or when it will be enacted.

: . '

Congress may also consider legislation to modernize the FHA program this year. Legislation to reform the
FHA may include an increase in the FHA’s base maximum loan limits, enhanced product innovation and a
provision allowing FHA to use risk-based pricing when setting its mortgage insurance premiums. Depending
upon the final details, these features have the potential to make the FHA program more competitive, which could
result in reduced demand for private mortgage insurance. We do not know what form such legislation will take, if
any, or, if it is enacted, its impact, if any, on our financial condition and results of operations.

In July 2002, HUD proposed a rule under RESPA that, if implemented as proposed, would have, among
other things, given lenders and other packagers the option of offering a Guaranteed Mortgage Package, or GMP,
or providing a good faith estimate of -settiement costs subject to a 10% tolerance level. The proposed rule
provided that qualifying packages were entitled to a “safe harbor” from litigation under RESPA’s anti-kickback
rules. Mortgage insurance would have been included in the package to the extent an upfront premium is charged.
Inclusion in the package could have caused mortgage insurers to experience reductions in the prices of their
services or products. HUD withdrew that proposed rule in March 2004. In late 2004, HUD announced that it will
submit a new proposed rule under RESPA to the Office of Management and Budget for review. HUD has taken
no further action to date but senior officials have stated publicly that they continue to work on a new proposed
rule. We do not know what form, if any, the rule will take or whether it will be approved.

In December 2006, Congress passed and the President signed into law The Tax Relief and Health Care Act
of 2006, which includes a provision that treats certain premiums paid or accrued for mortgage insurance in
connection with mortgage insurance contracts issued after December 31, 2006 as qualified residence interest and,
thus, tax deductible. The amount allowable as a deduction under the provision is phased out ratably by 10% for
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each $1,000.by which the taxpayer’s adjusted gross income exce
amount paid or accrued after December 31, 2007. Congress may
the deduction to tax years beyond 2007. If the provision is not ex
will cease. ' ’

.

We could lose premium revenue if the GSEs reduce the level of

eds $100,000. The provision terminates for any
consider proposed legislation that would extend
tended, any positive impact from the legislation

.

rivate morigage insurance coverage required

for low down payment mortgages or reduce their need for mortgage insurance. .

The GSEs are the beneficiaries on a significant portion of th
purchases, statutorily required or otherwise, of qualifying mortg

e insurance policies we issué as a result of their
age loans from lenders or investors. The GSEs

offer programs that require less morigage insurance coverage on morigages approved by their automated
underwriting systems. They also have reduced coverage requirements for certain expanding market products, If

mortgage insurance is no longer required to be placed on high
reduction in required levels of mortgage insurance becomes wide
further reduce mortgage insurance coverage requirements for

would decline and our consolidated financial condition and results

Products introdﬁced by the GSEs, if widely accepted, could harm our profitability. -

The GSEs have products for which thev will, upon receipt

LTV loans purchased by the GSEs, or if the
y accepted by mortgage lenders, or if the GSEs
oans they purchase, PMI's premium revenue
of operations could suffer. '

1

from lenders of loans with primary insurance,

restructure the mortgage insurance coverage by reducing the amount of primary insurance coverage and adding a
second layer of insurance coverage, usually in the form of pool insurance. Under these programs, the GSEs may
provide services to the mortgage insurer and the mortgage insurer may be required to pay fees to the GSEs for
the benefits provided through the reduced insurance coverage or the services provided. If they become widely
accepted, these products could harm our consolidated financial condition and results of operations.

.o
1 i

F

The exercise of certain rights reserved by the GSEs under eligibi,
harm our profitability and reduce our operational flexibility.

The GSEs have issued eligibility requirements for qualifi
Mae’s eligibility requirements apply only to borrower paid and
eligibility requirements cover substantially all areas of PMI’s

lity requirements for mortgage insurers could
ed mortgage insurers, including PMI. Fannie

lender paid mortgage insurance. The GSEs’
mortgage insurance operations, require the

disclosure of certain activities and new products, give the GSEs the right to purchase mornigage insurance from
other than existing approved morigage insurers, including insurers that are either rated below “AA” or are
unrated, and provide the GSEs with rights to revise the eligibilitly standards of insurers. The exercise of rights
under the eligibility requirements, future changes to the requireménts, or the purchase directly by Fannie Mae of
mortgage insurance from insurers not subject to its eligibility requirements-could reduce our operational
flexibility and cause our profitability to suffer.

* 4

Our business and financial performance could suffer if PMI were to lose the business of a majdr customer.

Through their various origination channels, PMI’s top ten cistomers accounted for 43.9% of its premiums
earned in 2006. A single customer represented 11.8% of its carned premiums in 2006. Mortgage insurers,
including PMI, may acquire significant percentages of their bu:siness through negotiated, structured finance
transactions with a limited number of customers. The loss of a significant customer could reduce our revenue,
and if not replaced, harm our consclidated financial condition and results of operations.

The U.S. mortgage insurance industry and PMI are subject to litigation risk.

in the ordinary course of operations, including
ng number of lawsuits against home mortgage
e insurers, including PMI, have been involved

The mortgage insurance industry and PMI face litigation risk
the risk of class action lawsuits, Consumers are bringing a growi
lenders and settlement service providers. In recent years, mortgag
in litigation alleging violations of RESPA and FCRA.
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In the past, a number-of lawsuits have been-filed against private mortgage insurers, including PMI, alleging
that the mortgage insurers violated FCRA by failing to send adverse action notices to borrowers who .were
required to pay for private mortgage insurance wrilten by the mortgage insurer at rates greater than the mortgage
insurers’ “best available rate.” In September 2005, such an action was filed against us in the federal district court
for the Northern District of California éntitled Hog'crn, et al. v. PMI Mortgage Lisurance Company. In the action,
the plaintiffs sought certification of a nationwide class of consumers and sought, among other relief, actual and
statutory damages and declaratory and injunctive relief. On January 4, 2006, plaintiffs’ filed an amended
complaint in the action, which adds-additional claims under state law and FCRA, alleging that PMI did not have
a permissible purpose to,access the plaintiffs’ credit information. PMI has entered into a class action settlement
agreement with the plaintiffs’- counsel, which was preliminarily approved by the court on December 22, 2006. A
hearing on final approval of the settlement is set for April 4, 2007. In the future, we cannot predict whether other
actions might-be.brought against us. or other mortgage insurers. Any such proceedings could have an-adverse
effect on our consolidated financial position, results of operations or cash flows. . . S

PN LI - ' ' ' B

In the past, a number. of lawsuits have challenged the actions of private mortgage insurers, including PMI,
under RESPA, alleging that the insurers-have provided products or services at improperly reduced prices in
return for the referral of mortgage insurance. RESPA precludes PMI- from providing services,or products to
mortgage lenders free of charge, charging fees for services that are lower than their reasonable or fair market
value, and paying fees for services that others provide that are higher than their reasonable or fair.market value,
in exchange forsthe referral of settlement services. We are aware of three putative class action lawsuits filed
against mortgage lenders in federal district courts in California in December 2006, alleging RESPA violations in
connection with payments received from mortgage insurers under reinsurance agreements with reinsurers
affiliated with such mortgage lenders. We cannot predict whether we will be added to those lawsuits or whether
otheér civil, regulatory or criminal actions mlght be brought agamst us or other mortgage insurers assertmg Cla]l’l‘lS
similar to those contained in the putative class actions. The outcome of such proceedings could have an adverse
effect on our consolidated financial condition, results of operations or cash flows. « .-, _-. :

. v v .
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The U.Ss. martgage msuranee mdustry and PMI are sub_]ect to regulatory risk and have been subject to recent
scrutmy relatmg to the use of captive reinsurance arrangements and other products and servrces -

PMI and the mortgage insurance industry are also subject to comprehensrve detailed regulanon by state
insurance departments. Although their scope varies, state insurance laws generally grant broad powers to
supervisory agencies and officials to examine and investigate insurance companies and to enforce rules or
exercise discretion touching almost every aspect of PMI’s business. Recently, the insurance industry has become

. the. focus, of increased scrutiny. by regulatory and law enforcement authorities concerning certain practices,
including captive reinsurance arrangements. Increased federal or state regulatory scrutiny. could lead to new legal
precedents, new regulations or new practices, or regulatory actions or investigations, which could. adversely
affect our financial condition and results of operation.

In 2005, we responded to a request from the New York Insurance Deparrment o the NYID, for mformatlon
regarding capnve remsurance arrangements In February 2006, the NYID requested additional mformatlon
regardmg captive remsurance arrangements 1nclud1ng the business purpose of those arrangements The NYID‘
also requested that 'we review the mortgage ifsurance premim rates currently in use in New York based upon
recent years’ experlence We have responded to the NYID's February 2006 letter. i B

it ' TR L

1l In January 2006 we and certain other mortgage insurers recelved administrative subpoenas for 1nformat10n
from the-Minnesota . Department of Commerce primarily regarding captive reinsurance arrangements. We have
provided the Minnesota Department of Commerce with information about such arrangements and other products
and services pursuant to this-subpoena. Other federal and state regulatory- agencies, including state insurance
departments, attorneys general or other regulators may also request information regarding captive reinsurance
arrangements or other of our products and services. We cannot predict whether the NYID’s requests or the
Minnesota Department of Commerce’s administrative subpoena will lead to further inquiries, or investigations,
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of these matters, or the scope, timing or outcome of any inquiry or actions by those Departments or any inquiry
or actions that may be commenced by state insurance departments, attorneys general or other regulators.

A downgrade of PMI Mortgage Insurance Co.’s insurer ﬁnancml stt'e;rtg:ﬂt_ratings could materially harm our ‘
financial performance. ' T

Our principal llcensed U.S. mortgage insurance company, PMI Mortgage Insurance Co., or MIC, is rated
“AA” by S&P, “AA+” by Fitch, and “Aa2” by Moody’s. These ratings may berevised or-withdrawn at any time
by one or more of the rating agencies and are "based on factors relevant to MIC’s policyholders and are not
applicable to our common stock or debt. The rating agencies could lower or withdraw our ratings or outlooks at
any time as a result of a number of factors, including: underwriting or 1nvestment losses; the necessity to make
capital contributions to our subsidiaries pursuant to capital suppqrt agreements other developments negatively
affecting MIC's risk-to- capttal ratio, financial condition or results of operations; or ‘changes in the views or
modeling of rating agencxes of our risk proﬁle or of the mortgage 1 surance 1ndustry

-
! RS et

If MIC’s insurer financial strength rating for two out of the followmg three rating agencies falls below
“AA-" from S&P or Fitch, or “Aa3” from Moody’s, investors,: mc]udmg Fannie Mae and Freddie Mac, may not
purchase mortgages insured by MIC. Such a downgrade from any of the rating agencies could also negatively
affect our ability to compete in-the capital markets, our holding co mpany ratings, the ratings of our other wholly-
owned - insurance ‘subsidiaries, or the ratings of FGIC or CMG MI. Any of these -events “would ‘harm our
consolidated financial condition'and results of operations. ' s o

Our ongomg ability to pay dividends to our shareholders and meet our obhgatmns primarily depends upan the
receipt of dividends and retums of capital from our insurance su sadmnes

We are a holding company and conduct all of our business operations through our subsidiaries. Our
principal sources of funds are dividends from our insurance subsidiaries and funds that may be raised from time
to time in the capital markets. Factors that may affect our ability to maintain and meet our capltal and llqu1d1ty
needs as well as to pay dividends to our shareholders include: the level and severity of clalms expeneneed by-our
insurance subsidiaries; the performance of the financial markets;| standards and factors used by various credit
rating agencies; financial covenants in our credit agreements;; and standards imposed by state insurance
regulators relating to the payment of dividends by insurance compames { :

ln addition, a protracted economic downturn, or other factors, could cause issuers of.the fixed-income
securities that we, FGIC Corporation, FGIC and RAM Re own to default on principal and interest- payments,
which could cause our investment returns and net income to decline and reduce our ability to satlsfy'all of our
capital and liquidity needs. - _ - o :

o
1 -

We record fedeml incame tax expense relatmg to our proportionate share of net income available to FGIC
Carpomtwn common stockholders at a rate of 7% based on our ai:vessment that we will ulttmately receive
those earnings in the form of dividends from FGIC Corporation. That assessment could change due to a
number of factors, some of which may be outside our control. If that assessment were to change, our results of
operations would be adversely ajfected

[

We account for our investment in FGIC Corporation using tl}e equity method of accounting in accordance
with generally accepted accounting principles, or GAAP. In accordance with GAAP, we have recorded, and
currently continue to record, federal income tax expense relatnfg to our’ proportionate share of net income
available to FGIC Corporation common stockholders at a tax rate of 7%. The use of the 7% tax rate is based on
our assessment, initially made in 2003 at the time of our initial in}restment in FGIC Corporation, that we would
ultimately receive our proportionate share of net income availablé to FGIC Corporation common stockholders'in
the form of dividends'rather than through a sale of our equity investment in FGIC Corporation. This tax rate is
employed based on our assessment that we will receive a dividends received deduction for federal income tax
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purposes on our proportionate share of net income available to FGIC Corperation common stockholders. This
assessment was based upon, among other things, the terms of the stockholders agreement between us and the
other investors in FGIC Corporation and FGIC Corporation’s capital structure in place 1mmcd|ately after our
investment. S

However, if the facts and circumstances were to change in the future in a manner: that would cause our
management to change its assessment as to the likelihood of receiving our proportionate share of net income
available to FGIC Corporation common stockholders through the receipt of dividends, we would be required to
change the manner in which we record the related income tax expense. For example, management's assessment
could change if FGIC Corporation were to become subject to sufficiently lengthy and severe limitations on its
ability to pay dividends, whether as a result of restrictions imposed by contract, the terms of securities it may
issue, rating agency or legal requirements or otherwise,

If management’s assessment were to change, we would apply a federal income tax rate of approximately
35% to our proportionate share of net income available to FGIC Corporation common stockholders in subsequent
periods. We would also be required to establish a higher deferred tax liability to account for the difference
between the 7% tax rate we have used to account for our proportionate share of net income available to FGIC
Corporation common stockholders since our investment in FGIC Corporation in 2003 and the 35% tax rate that
would apply to gain recognized on a sale of our interest in FGIC Corporation. Accordingly, in those
circumstances, we would recognize an immediate expense relating to_ deferred federal income tax liability in the
quarter in which we establish such an increased deferred tax liability in an amount equal to approximately 28%
of the cumulative amount of our proportionate share of net income available to FGIC Corporation common
stockholders recorded as of the date we determine to effect such a change. As of December 31, 2006, the
cumulative amount of our proportlonate share of net income available to FGIC Corporation common
stockholders subject to the 7% tax rate was approximately $230.7 million. Therefore, a change in the federal
income tax rate applicable to-our proportionate share of net income available to FGIC Corporation common
stockholders as of December 31, 2006 would have required us to recognize a federal expense of approximately
$64.6 million and an additional state expense of approximately $13.3 million as of December 31, 2006. The
amount of such a potential expense will increase in subsequent periods to the extent that FGIC Corporauon
continues to generate net income.

If we are unable to keep pace with the technological demands of our customers or with the technology-related
products and services offered by our competitors, our business and financial performance could be
significantly harmed.

Participants in the mortgage lending and mortgage insurance industries rely on e-commerce and other
technology to provide and expand their products and services. Our customers generally require that we provide
our products and services electronically via the Internet or electronic data transmission, and the percentage of our
new insurance written and claims processing which is delivered electronically has increased. We expect this
trend to continue, and accordingly, we believe that it is essential that we continue to invest substantial resources
in maintaining electronic connectivity with our customers and, more generally, in e-commerce and technology.
Our business may suffer if we do not keep pace with the technological demands of our customers and the
technological capabilities of our competitors,  °

+

The implementation of the Basel I1 Capital Accord may hmu‘ the domestic and international use of mortgage
insurance.

The Base] II Capital Accord, the Basel Committee on Banking Supervision’s proposal to implement a new
international capital accord, will affect the capital treatment provided to mortgage insurance by domestic and
international banks in both their origination and securitization activities. Accordingly, the Basel II provisions
related to residential mortgages and mortgage insurance could alter the competitive positions and financial
performance of mortgage insurers as well as the capital available to our bank customers for their mortgage
origination and securitization activities.
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PMI’s opportunities to participate in striictured transactions,land U.S. financial institutions preferences with
respect to mortgage insurance, may be significantly impacted by the implementation in the United States of Basel
Il and any interim capital accord. U.S. federal banking agencies have jointly announced that the U.S.
implementation of Basel II will be delayed until at least 2008, jand perhaps 2009, and proposed an additicnal
capital accord {known as Basel IA) that has not been finalized.| U.S. implementation of Basel I standards for
credit risk exposures, including residential mortgages, is focused|on application of the Advanced Internal Rating
Based (A-IRB) approach by large internationally active banking organizations. 1.S. bank supervisors have
indicated their intent to recognize the loss mitigating impacts of private mortgage insurance policies for banking
organizations cormputing minimum capital requirements under thé A-IRB approach, as well as under Basel IA.

The Australian Prudential Regulation Authority, or APRA, the primary regulator of our Australian mortgage
insurance operations, intends to implement Basel Il capital requirements for financial institutions effective
January 1, 2008. APRA is currently considering public comments that have been submitted on a discussion paper
regarding implementation of Basel II. Such implementation may have a significant impact on the future market
acceptance of mortgage insurance in Australia. APRA’s Basel Il proposals, if adopted as proposed, could reduce
thé available market for mortgage insurance among our Aubtralian mortgage insurance operation’s bank
customers. It is not known at this time whether APRA will revise its Basel Il proposals in response to comments
received. ‘ :

Currently, European banking supervisors are in the process of deciding how mortgage insurance will be

recognized as a risk mitigant for bank capital requirements.
legislation, the Capital Requirements Directive, or CRD, which
states’ banking supervisors to'implement new Basel I risk base
presciibes standard criteria for credit risk mitigation instrument

In 2005, the European Union adopted néw
provides a revised framework for EU member
d capital guidelines starting in 2007. The CRD
s that are eligible to provide banks with risk-

based capital relief. Currently, under the transposition of the CRD into national laws, several EU member states
have recognized mortgage insurance as a credit risk mitigant. We believe the CRD facilitates recognition of
mortgage insurimce benefits for European banks under certain chrcumstanceb The implementation of the CRD
into the regulatory framework of EU member “states is subject to further clarification by the European
Commission.

Our consolidated results of operations and cash flows could suffer it demand for our mortgage insurance
products is diminished as a result of the implementation of the Bagel II and Basel A proposals.

Our international insurance subs:dmnes subject us to numerous risks associated with international
operations.

We have operations in Australia, New Zealand, Europe, and Hong Kong. We expect to begin operations in
Canada in 2007. We have committed and may in the future commit additional significant resources to expand our
international operations. Accordingly, in addition to the general economic and insurance business-related factors
discussed above, we are subject to a number of risks associated with our international business activities. These
risks include: the need for regulatory and third-party approvqls challenges in attracting and retaining key
foreign-based employees, customers and business partners in lnternatlonal markets; economic downturns in
targeted foreign mortgage origination markets; interest rate volatility in a variety of countries, unexpected
changes in foreign regulations and laws; the burdens of co:ﬁplying_ with a wide variety of foreign laws;

potentially adverse tax consequences; restrictions on the repatria
fluctuations; potential increases in the level of defaults and

jion of earnings; foreign currency exchange rate

l[clalims on policies insured by foreign-based

subsidiaries; and the-need to successfully develop and market products appropriate to the foreign market,

including the development and marketing of credit enhancement
securitizations. >

products to European lenders and for mortgage

]

We do not currently hedge foreign currency exposures of net investments in our foreign operations. If the

spot exchange rates of the U.S. dollar relative to other applicable
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our foreign operations will be impacted. Foreign currency translation gains in accumulated other comprehensive
income were $172.4 million as of December 31, 2006, due primarily to the strengthening of the spot exchange
rates of the Australia dollar and the Euro relative to the U.S. dollar. This cumulative foreign currency translation
gain benefits PMI's statutory surplus as PMI Australia and PMI Europe are its wholly-owned subsidiaries. A
weakening of the spot exchange rates of currencies in countries where we operate relative to the U.S. dollar will
negatively affect our foreign operations’ net investment, PMI's statutory surplus and, consequently, PMI's
potential ability to pay dividends to its parent. ) '

PMI Australia is subject to many of the same risks facing PMI.

Like PMI, the financial results of our Australian and New Zealand mortgage insurance operations, or PMI
Australia, are affected by domestic and regional .economic conditions, including movements in interest and
unemployment rates and property value fluctuations. These economic factors could impact PMI Australia’s loss
experience or the demand for mortgage insurance in the markets PMI Australia serves. PMI Australia is also
subject to significant regulation. PMI Australia’s primary regulator, APRA, has issued regulations or sought
comment on proposals to, among other things, increase the capital requirements for lenders mortgage insurance
companies, change the requirements for acceptable lenders mortgage insurers and increase compliance and
governance requirements for general insurers including lenders mortgage insurers. In addition to these
regulations and proposals, PMI Australia will face new competition in the future. Such competition may take a
number of forms including domestic and off-shore lenders mortgage insurers, reinsurers of residential mortgage
credit risk, increased risk appetite from lender owned captive insurers, and non insurance forms of credit risk
transfer. New market competitors have the potential to impact PMI Australia’s market share and to impact
pricing of credit risk in the market as a whole.

PMI Australia had revenues of $202.0 million in 2006, representing 16.8% of our conselidated revenues.
PMI Australia’s five largest customers provided 57.6% of PMI Australia’s gross premiums wriiten in 2006. In
2006, one of PMI Australia’s largest customers restructured its captive arrangements and this restructuring will -
negatively impact PMI Australia’s premiums written associated with this customer. Future losses of significant
customers’ business, if not replaced, could harm PMI Australia’s results of operations. PMI Australia’s claims
and loss ratio increased in 2006 and will likely be higher for the full year 2007. A significant portion of PM1
Australia’s risk in force is concentrated in the populous state of New South Wales, where default rates were
highest in 2006. A significant increase in PMI Australia’s claims could harm our financial condition and results
of operations. '

PMI Australia is currently rated “AA” by S&P and Fitch and “Aa2” by Moody’s. These ratings are based in
part upon a capital support agreement between MIC and PMI Australia and a guarantee-of that agreement by The
PMI Group. Termination or amendment of this support structure could negatively impact PMI Australia’s
ratings. PMI Australia’s business is dependent on maintaining its ratings. Any negative impact on its ratings will
negatively affect its financial results.

We may, not be able fo execute our strategy to expand our European operations.

. The success of our efforts to expand our European operations will depend partly upon legislative and
regulatory policies in Europe that support homeownership and provide capital relief for institutions that obtain
credit enhancement with respect to their mortgage loan portfolios. If European legislative and regulatory
agencies do not adopt such policies, our European operations may be adversely affected.- See, “The
implementation of the Basel Il Capital Accord may limit the domestic and international use of mortgage
insurance,” above. PMI Europe is also likely to face increased competition from other mortgage insurers and
third party credit enhancement providers in 2007.

PMI Europe had revenues of $33.9 million in 2006, representing 2.8% of our consolidated revenues. PMI
Europe is currently rated “AA” by S&P and Fitch and “Aa3” by Moody’s. These ratings are based in part upon a

S



capital support agreement between MIC and PMI Europe and a guarantee of that agreement by The PMI Group.
Termination or amendment of this support structure could negatively impact PMI Europe’s ratings. PMI
Europe’s business is dependent on maintaining its ratings. Any negative impact on its ratings will negatively
affect its financial results.

We may not be able to execute our strategy to develop our Canaﬁian operations.

We have devoted resources to develop cur Canadian operations, PMI Canada, and we plan to continue these
efforts. The success of our efforts will depend upon, among other factors, our ability to obtain a license to write
mortgage insurance from the Canadian Office of the Superintendent of Financial Institutions as well as a
government guarantee from the Canadian Ministry of Finance. We have applied for the license and the guarantee
and expect to receive both in the first balf of 2007 but there can|be no assurance that this will, in fact, occur. In
addition, prior to offering mortgage insurance in Canada, PMI Canada intends to seek and acquire a financial
strength rating from the DBRS, the principal rating agency in| Canada. Our ability to execute our Canadian
strategy would be significantly impeded in the event we are [unable to obtain a satisfactory rating for our
Canadian subsidiary.

Competition in the.Canadian mortgage insurance market is intense. Such competition may take a number of
forms, including domestic mortgage insurers, substitute produc{s or self insurance for unregulated lenders, A
number of internationally-active mortgage insurers are entering or have stated their intent to enter the Canadian
market. Regulations in Canada currently require the use of mortgage insurance for all mortgage loans extended
by banks and trust companies with LTVs greater than 75%. The ¢anadian Parliament is considering legislation to
change the requirement for mortgage insurance to apply only to loans with LTVs greater than 80%. A change in
the statutory requirement for mortgage insurance could result in a reduction in the size of the Canadian morigage
insurance market. ‘ '

We have recently expanded our operations with PMI Guaranty, which will subject us to new risks and
uncertainties.

PMI Guaranty began operations during the fourth quarter of; 2006. As a start-up corporation, PMI Guaranty
may be unable to execute its business strategy and gain a foothold in the markets that it has targeted. If PMI
Guaranty is unable to execute its business strategy or unanticipated issues arise in its implementation, PMI
Guaranty’s financial results could be materially and adversely affected. As a provider of financial guaranty type
credit enhancement products, PMI Guaranty is subject to various risks and uncertainties associated with those
areas. For example, PMI Guaranty will have exposures in the public finance arena to particular infrastructure
sectors and certain geographic areas. An adverse event or series|of events with respect to one or more of these
sectors or areas that is more severe than the assumptions used by PMI Guaranty at the time of underwriting could
result in disproportionate and significant losses to PMI Guaranty, '

In addition, PMI Guaranty’s financial results will be dependent on the market for financial guaranty
insurance. Credit spreads, the difference in interest cost for bond issuers under different credit rating scenarios,
are a significant factor in an issuer’s determination of whether’to seek credit enhancement. As credit spreads
tighten, the likelihood that issuers will choose to issue bonds without credit enhancement increases. Tightening
of credit spreads may therefore negatively impact demand for the ,products offered by PMI Guaranty.

PMI Guaranty is subject to significant competition in bolhI its financial guaranty insurance and financial
guaranty reinsurance endeavors. In addition to other AA-rated financial guaranty insurers and financial guaranty
reinsurers, PMI Guaranty competes with alternative risk and capital market participants such as hedge funds.
Further, new market competitors have the potential to impact PMI Guaranty’s market share and to impact the
pricing of financial guaranty insurance and financial guaranty reipsurance products. We cannot be sure that PMI
Guaranty will be able to compete effectively in its current markets or in any markets or asset classes into which it
expands.
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PMI Guaranty’s financial strength-is currently rated AA+ by Fitch Ratings, AA by Standard & Poor’s and

- Aa3 by Moody’s Investors Service. These ratings are based in part upon a capital support agreement between

PMI Guaranty and MIC and a guarantee of that agreement by The PMI Group. Termination or amendment of this
support structure could negatively impact PMI Guaranty’s ratings. PMI Guaramy s ability to compete or
otherwise engage in the financial guaranty insurance and ﬁnancml guaranty reinsurance business would be
materially and adversely affected by any reductlon in PMI Guaranty s ratlngs or the announcement of a potential
reduction or change in outlook.

P

The perfarmance aof our f nancial guaranty equity mvestees could harm our consohdated Sinancial results.

We have made 51gn1ﬁcant sfinvestments, in the, eqmty secuntles of several companies, including FGIC
(through FGIC Corporation) and RAM Re (through RAM Holdings Ltd.).

Our investments in FGIC Corporation and RAM Re are accounted for on the equity method of accounting in
our consolidated financial statements. The ‘nature of the businesses conducted by these companies differs
significantly from our core business of providing residential mortgage insurance. These companies are subject to
a number of significant risks that arise from the nature of their businesses. Some of. the various risks affecting
FGIC are discussed below. Because we do not control these companies, we are dependent upon the management
of these companies to independently operate their businesses and report their financial results, and, accordingly,
we may be unable to take actions unilaterally to avoid or mitigate those risks. In addition, any prospective or
retroactive change in their financial reporting could affect our financial condition and results of operations. Such
changes could occur as a result of, among other things, changes in accounting principles or comments made by
regulatory agencies, including the SEC in-connection with its ordinary course review of filings made with it.

As a significant portion of our consolidated net income is derived from FGIC and its financial guaranty
business, we are subject to various risks and uncertainties associated with the financial guaranty business.

"A significant portion of our consolidated net income 1§ derived from FGIC and its financial guaranty
business. Accordingly, we-are subject to the risks and uncertainties associated with that business. In addition,
FGIC has historically operated its financial guaranty business principally in limited portions of the public finance
and structured finance markets. FGIC has expanded its business lines and products into markets and asset classes
that historically have experienced higher default rates than those in which it has historically operated. The risks
and uncertainties to which we may be exposed as a result of the FGIC Corporatlon investment 1nclude the
following, among others: Tt '

*  FGIC’s ability fo atiract new business and to compete with other large, triplé-A rated financial
guarantors is largely dependent on the triple-A financial strength ratings assigned to it by the major
rating agencies. FGIC's current fatings may be lowered or withdrawn at any time by one or more of the
rating agencies. FGIC’s ability to compete or otherwise engage in its business as currently conducted,
and FGIC’s consolidated results of operations and financial condition, would be materially and
adversely affected by any reduction in FGIC’s ratings or the announcement of a potential reduction or
change in outlook

. .

" Prior to 2003, FGIC operated its ﬁnancral ‘guaranty business principally in the pubhc finance market
+ .. and, to a limited extent, the structured finance market in the United States. In 2005 and 2006, FGIC
continued its expansion into new markets, both domestically and internationally. Unanticipated issues
may arise in the implementation of FGIC’s strategy, that could impair its ability to expand its business
as expected. In addition, any expansion of its business may be subject to challenges in attracting and
retaining employees with relevant experience, establishing name recognition in new markets and
gaining knowledge of those markets and asset classes. The execution of FGIC’s expansion plans could

result in it having greater losses than these it has historically experienced.

* FGIC is subject to extensive competition from other financial guaranty insurance companies, other
providers of third-party credit enhancement and providers of alternative transaction structures and
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executions that do not use financial guaranty insurance. We cannot be sure that FGIC will be able to
continue to compete effectively in its current markets or in any markets or asset classes into which.it
expands.

« ‘Demand for financial guaranty insurance is constantly changmg and is dependent upon a number of
factors, including changes in interes: rates, regulatory changes and supply of bond issues. A general
reduction in demand for financial -guaranty insurance [could harm FGIC’s consolidated results of
operations and business prospects. ' o

* The financial guoaranty business is ,ubject to extensive regulation. Future legls}anve regulatory or
judicial changes affecting the financial guaranty industry or public finance or structured finance
markets, including changes in tax laws, could adversely affect FGIC’s business.

* FGIC's loss reserves are necessarily based on estimates and subjective judgments about the outcome of
future events. We cannot be sure that losses in FGIC’s insured portfolio will not exceed by a material
amount the loss reserves previously established by FGIC,or that additional significant reserves will not
need to be established. ' o : .

¢ FGIC’s structured finance potifolio contains concentrations of individual ‘issvers and servicers of
* obligations as well as a concentration of mortgage-relatéd securities. FGIC also has a number of
individual large exposures to single obligors in itsi public finance portfolio, concentration in
infrastructure sectors and concentrations in certain geographic areas. An adverse event or series of
events with respect to one or more of these concentrations that is more severe than the assumptions used
by FGIC in its stress scenario at the time of the underwriting of the related credit could result in
disproportionate and significant losses to FGIC and could harm its consolidated financial position and
results of operations.

¢ FGIC's exposure to insuring Inublic finance obligations relating to airporis has ekperienced increased
stress as a result of terrorism and general global unrest, including a downgrading of the ratings of some
of those issuers. Other sectors currently insured by FGIC or into which FGIC may expand could also see
direct increased stress as a result of terrorism and generaliglobal unrest. FGIC may incur material losses
due to such exposures if the economic stress caused by such events is more severe than FGIC currently
foresees or has assumed or will assume in the future in underwriting its exposures.

. As of December 31, 2006, 7.3 % of our U.S. investment portfolio consists of FGIC—insnred non-refunded
bonds. As a result of our investment in FGIC, we have amended our investment policy to provide that no more
than 15% of our U.S. investment portfolio consists of F(_}IC-insureT non-refunded bonds.

We are subject to various risks and uncertainties in connection with the sale of equity interest in SPS Holding
Corp., or SPS. . : R o .

In October 2005, we sold our interest in $PS to Credit Suisse |First Boston (USA), Inc., or CSFB. Under the
terms of the transaction, we agreed to indemnify CSFB for certain liabilities relating to SPS’s operations,
including litigation and regulatory actions. Our maximumn indemjiﬁcation obligation for SPS’s operations will
not exceed approximately $21 million. Our consolidated financial position and results of operations could be
harmed if we are required to indemnify CSFB for claims or liabilities relating to SPS’s operations up to the date
of closing. . ‘
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ITEM 2. PROPERTIES

We currently own approximately 200,000 square feet of office space in Walnut Creek, California for our
home office. PMI leases offices throughout the United States. We conduct our international operations in leased
facilities in Ireland, the United Kingdom, Italy, Germany, Belgium, Canada, Australia, New Zealand, and
Hong Kong.

ITEM 3. LEGAL PROCEEDINGS

As previously reported, in September 2005 an action agamst PMI was filed in the federal district court of
the Northern District of California located in San Francisco, California, entitled Hogan, et al. v. PMI Mortgage
Insurance Company (Case No. 3:2005-CV-03851). The action sought certification of a nationwide class of
consumers, The plaintiffs alleged that they were required to pay for private mortgage insurance written by PMI
and that their loans allegedly were insured at greater than PMI’s “best available rate.” The plamuffs further
al}eged that PMI had an obligation to notify them of an adverse action based upon their credit information and
failed to do so in violation of the Fair Credit Reporting Act (“FCRA”). The action sought, among other rélief,
actual and statutory damages and declaratory and injunctive relief. On January 4, 2006, plaintiffs filed an
amended complaint adding additional claims under state law and FCRA. PMI has entered into a class action
settiement agreement with the plaintiffs’ counsel, which was preliminarily approved by the court on December
22, 2006. A hearing on final approval of the settlement is set for April 4, 2007. Pursuant t6 the settlement, PMI
has agreed to provide certain payments : and provide a free credit report to class members who submit a completed
claim form. The settlement, if approved, will not be 'material to PMI In the event that the settlement does not
receive final approval by the court, PMI intends to vigorously defend the action.

In*April 2002, PMI commenced litigation in the United States District Court for the Northern District of
California (PMI Morigage Insurance Co. v. Amencan International Specialty Lines Insurance Company, et al.,
Case No. 3:02-CV-01774) to obtain reimbursement from its former primary and excess insurance carriers for
costs incurred by PMI, in connection with its defense and settlement of the class action litigation captioned
Baynham et al. v. PMI Morrgage Insurance Co. The insurance carriérs counterclaimed against PMI to recover
defense costs previously advanced to PMI in conjunction with the Baynham action. In November 2002, PMI and
its former insurance carriers filed competing motions for partial summary judgment on the issue of whether the
activities of PMI that were the subject of the Baynham action were “professional services” and, therefore,
covered under the relevant insurance policies. On December 16, 2002, the District Court denied PMI’s motion
for partial summary _]udgment and granted the insurance carriers’ motion for pamal summary judgment. On
January 14, 2005, pursuant to PMI’s appeal of the District Court’s judgment, the United States Court of Appeals
for the Ninth Circuit reversed the rulings of the District Court and remanded the case to the District Court with
instructions to enter partial summary judgment in favor of PML. (PMI Mortgage Insurance Co. v. American
International Specialty Lines Insurance Company, et al., Case Nos. 03-15728 and 03-16007). In September 2006,
PMI reached a settlement of the litigation with the excess carriers and received a payment of $2.5 million in
October 2006 in exchange for a release of all claims against such carriers. The remanded case involving the
primary insurance carrier was tried without a jury on October 23, 2006."On December S, 2006, the court entered
judgment in PMI's favor of approx1mately $7.6 million, plus approximately $2.4 million in prejudgment interest.
Post-judgment interest will accrue at the weekly average 1-year constant maturity Treasury yield. On December
12, 2006, the primary insurance carrier filed a motion requesting that the court amend its findings of fact and
conclusions of law. PMI filed 1ts opposmon to the motion on January 17,2007. The court has not,yet ruled on the
motlon .

Various other legal actions and regulatory reviews are currently pending that involve us and specific aspects
of our conduct of business. In the opinion of managemem the ultimate liability or resoluuon in one or more of
these actions or reviews is not expected to have a matertal effect on our business.
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EXECUTIVE OFFICERS OF THE REGISTRANT

Set forth below is certain information regarding our executive officers as of February 28, 2006.

L. STEPHEN SMITH, 57, has been one of our direc]urs since February 2002. ‘He has been the
Chief Executive Officer of The PMI Group since June 1, 2006 angi President and Chief Operating Officer of The
PMI Group since September 1998. He has served as Chief Executive Officer of PMI since January 2004. He was
President and Chief Operating Officer of PMI from September 1998 to June 2006. He was elected Executive
Vice President of Marketing and Field Operations of PMI in Ma 1994. and elected to the same positions with
The PMI Group in January 1993, serving in such capacities until eptember 1998. Prior thereto, he held various
executive positions with the Company from 1991 to 1994. Mr. Smith joined us in 1979. He i is a member of our
Financial Guaranty Oversight Committee. He is currently the President of the Mortgage Insurance Companies of
America, the trade association for the mortgage insurance industry, He serves on the Board of the National
Association of Hlspamc Real Estate Professionals (“NAHREP”) agd the Fannie Mae National Housing Adwsory
Council (“NAHC”). He is also a member of thz National Association of Home Builders’ NAHB Roundtable.

BRADLEY M. SHUSTER, 52, has been President, Interngtional and Stra}egic Investments of The PMI
Group and President and Chief Executive Officer of PMI Capital Corporation since January 1, 2003. Prior
thereto, he was Executive Vice President, Corporate Development|of The PMI Group since February 1999. Prior
thereto he was Senior Vice President, Treasurer and Chief Investment Officer of PMI since August 1995, and
was elected to the same position with The PMI Group, in September 1995. Prior to joining PMI, he was an audit
partner with the accounting firm of Deloitte & Touche LLP, where he was employed from January 1978 to July
1995, '

DAVID H, KATKOV, 51, has been Executive Vice President of The PMI Group since August 2001 and
President and Chief Op'erating Officer of PMI since June 2006. Prior thereto, Mr. Katkov held a variety of
executive management positions in Sales, Structured Transactions, Product Development, and Portfolio
Management. Prior to joining The PMI Group, Mr. Katkov was a Vice Presadent of US .Bank Corporation,
Minneapolis, Minnesota.

DONALD P. LOFE, JR., 50, has been Executive Vice President of The PMI Group since January 2003 and

has been Chief Financial Officer of The PMI Group since Apr]
Mr. Lofe was Senior Vice President, Corporate Finance for The G
until January 2003. From October 1991 until November 1998, Mr.
firm of PncewaterhouseCoopers LLP, where he was employed for
public accountant.

VICTOR J. BACIGALUPI, 63, has served The PMI
Chief Administrative Officer since February 2005, and as General
Group in November 1996. He served the Company as Senior Exe
February 2005, as Executive Vice President from August 1999 to
from November 1996 to August 1999. Mr. Bacigalupi is a membe
Ltd. '

LLOYD A. PORTER, 47, has been Executive Vice Pre
Mortgage Insurance of PMI Capital Corporation since August 200

1 1, 2003, Prior to joining The PMI Group,
NA Financial Corporation from October 1998
Lofe was an audit partner with the accounting
approximately 20 years. Mr. Lofe is a certified

Group as Executive Vice President and
Counsel and Secretary since joining The PMI
cutive Vice President from February 2003 to
February 2003, and as Senior Vice President
r of the Board of Directors of RAM Holdings

. -

sident ‘and Managing Director, International
d. Prior thereto, he was Senior Vice President

and Managing Director, International Markets of The PMI Group since February 1999. Mr. Porter joined The
PMI Group in 1983 and has held a vanety of positions relatmg to marketing, capital markets, strategy, and
corporate development.
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DANIEL L. ROBERTS, 56, has been Executive Vice President, Chief Information Officer of The PMI
Group since March 2000. Prior thereto he was Senior Vice President, Chief Information Officer of The PMI
Group since December 1997. Prior to joining The PMI Group, he was Vice Presndent and Chief Information
Officer of St. Joseph Health System, a position he held since he joined that company in October 1994. Prior
thereto, he was Vice President, Information Services and Chief Information Officer for a division of Catholic
Healthcare West, positions he held since joining the company in December 1990. Mr. Roberts was a consulting
partner with the accounting firm of Deloitte & Touche LLP from July 1985 to December 1990. '

JOANNE M. BERKOWITZ, 46, has served as Executive Vice President, Chief Enterprise Risk Officer of
The PMI Group since October 2005. She served as Group Senior Vice President, Chief Enterprise Risk Officer of
The PMI Group fromJuly 2004 through September 2005. Ms: Berkowitz began her career with PMI in 1983, and
has held various executive risk management positions. | . .o
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- PARTII

ITEM 5. MARKET FOR THE REGISTRANT’S COMMON |
MATTERS AND ISSUER PUR(”HASES OF EQUL

Ko ommon Stock 3

As of December 31, 2006, we were listed on the New York
trading symbol “PML’" On Januaty 16, 2007, we voluntarily wit

I f 4

"QUI TY AND RELA TED N TOCKHOLDER
'y SECURITIES

Fl

* r - : Lt oo
Stock Exchange and the NYSE-Arca under the
hdrew the listing of our commeon stock from the

NYSE Arca. Our common stock continues (o trade on the New

York Stock Exchange. As of February 1, 2007,
there were approximately'66 stockholders of record. B SO S -

o

Lo .
The following table shows the high, low and closmg common stock prices by quarter from the New York

Stock Exchange Composite Listing for the years ended: t

i .y

A MONE E '

2006 2005
High Low Close High Low Close
Firstquarter .................... $46.47 $40.3 345.92 $42.09 $37.15 $38.01
Secondquarter . ................. $47.33 $4332 54438 $39.37 $34.25 $38.98
Thirdquarter ................. .. $44.95 $41 ,6'b $43.81 $42.37 $37.89 $39.87
Fourthquarter .................. $48.00 $41.96 $47.17 $41.82 $36.65 $41.07

Preferred Stock

Our Board of Directors is authorized to issue up to 5,000,00
classes or series and to fix the designations, preferences, qualifig
series with respect to the rate and nature of dividends, the price a

D shares of preferred stock of The PMI Group in
ations, limitations or restrictions of any class or
nd terms and conditions on which shares may be

redeemed, the amount payable in the event of voluntary or invo
conversion or exchange into any other class or series of the stoc
without the approval of the holders of common stock, preferre

untary liquidation, the terms and conditions for
k, voting rights, and other terrns. We may issue,
d stock that has voting, dividend or liquidation

rights superior to the common stock and which may adversely affect the rights of the holders of common stock,
We have reserved up to 400,000 shares of preferred stock for issuance under the Rights Plan described below.

Preferred Share Purchase Rights Plan

On January 13, 1998, we adopted a Preferred Share Purchase Rights Plan, or the Rights Plan. Under the
Rights Plan, all sharcholders of record as of January 26, 1998 r&eivcd'ﬁghts to purchase shares of a new series
of preferred stock on the basis of one right for each common stock held on that date. However, rights issued
under the Rights Plan will not be exercisable initially. The rights will trade with The PMI Group’s common stock
and no certificates will be issued until certain triggering events gccur. The Rights Plan has a ten year term from
the record date, but our Board of Directors periodically reviews the merits of redeeming or continuing the Rights
Plan. Rights issued under the Rights Plan will be exercisable only if a person or group acquires 10% or more of
our common stock or announces a tender offer for 10% or more of the common stock. If a person or group
acquires 10% or more of our common stock;, all rights holders except the buyer will be entitled to acquire our
common stock at a discount and/or, under certain circumstances,|to purchase shares of the acquiring company at
a discount. The Rights Plan contains an exception that would allow passive institutional investors to acquire up to
a 15% ownership interest before the rights would become exercisable. -

+

Payment of Dividends and Policy
We paid regular dividends on our common stock of:

$0.0525 per share in each of the quarters since the quarter ended June 30, 2005;

$0.0450 per share in each of the four quarters in the period from July 1, 2004 through

June 30, 2005; and
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»  $0.0375 per share in each of the four quarters in the period from July 1, 2003 through ‘
June 30, 2004,
M -

The payment of future dividends is subject to the discretion of our Board of Directors, which will consider,
‘among other factors, our consolidated operating results, overall financial condition and capital requirements, as
well as general business conditions. The PMI Group, as a holding company, is dependent upon dividends and any
othér perrmtted payments from"its subsidiaries to enable it to pay dividends and to service outstarrdrng debt.
PMI's’ ahrlrty to pay dividends or make distributions or returns of capital to The PMI Group is affected by state .
insuranice laws, credit agreements,’ rating agencies, the discretion of insurance regulatory authorrtres and the .
terms of our runoff support agreement with Allstate Insurarice Company and capital support agreements with our
subsidiaries. See Item 1, Section B.10. Regulation, Item 1A. Risk Factors, Item 7. Management’s Discussion and
Analysis of Financial Condition and Results of Operartons—quuzdrty and Capital Resources, and Item 8.
Financial Statements and Supplementary Data—Noté 14, Dividends and Sharéholders’ Equrty

A

Common Share Repurchases

In February 2006, our Board of Directors authorized a common share repurchase program in an amount not

to exceed $150 million. We completed this authorrzanon in June 2006. - et
i Yo

In July 2006, our Board of Directors authorized a common share repurchase program of up to $400 million.
In August 2006, we entefed into an accelerated stock buyback program with a major financial institution pursuant
to which we agreed to purchase shares of our common stock from it for an aggregate maximum p_urchase price of
$345 million. The maximum number of shares to be repurchased under the program has been'set at 8.2 million
common shares and the minimum number has been set at 7.2' million, representing a purchase price range per
common share from $41.88 to $47.99, respectively, The actual number of shares received and the average per
share cost will depend on the weighted average share price of common stock over the period of the program
which will terminate in or around the second quarter of 2007. In the third quarter of 2006, we recelved the
minimum allotment of 7.2 million cornmon shares. We will receive additional common shares at the program’s
expiration to the extent our weighted average common share net price does not exceed $47.99 during the
program. Pursuant to the July 2006 Board .authorization, we repurchased an additional 0.9 million shares in the
fourth quarter of 2006 for $40 million for an average price per common share of $44.11,

On February 21, 2007, our Board of Drrectors authonzed a common share repurchase program of $150

qumdrry and Capztal Resources l }.‘1 ) »l R Vi

;i; 5 . . HPV- T T
The followmg table contams mformatlon with respect to common share purchases made by or on behalf of
the Company durmg the founh quarter of 2006. ,

i s . . . LT T

! - Wi . . . ot

N +

Issuer Purchases of'Equity Securiries )
SR B ) TotalNumberof

Total Average - * * "Shares Purchased s 'Approxlrrtate l)ollar
«+ . Numberof,, , .Price 1 = - asPartof Publicly . “Value of Shares that .
- Shares Paid per Announced May Yet Be Purchased
Period ' Purchased Share Programs !V Under the Programs ¥
10/01/06 ~ 10/31/06 — - N/A — —
11/01/06 - 11/30/06 401,575 $43.04 4(11,575 337,715,353
! 12/01/06 — 12/31/06 505,333 . $44.95 505,333 $15.000,047
Total | 506,908 ' ' 906,908 $15,000,047

(1) Commen share repurchase programs are implemented from time to time, depending on market conditions and other factors, through open
market purchases and/or privately negotiated transactions. The transactions referenced in the above table were made through open market
purchases. The programs do not have an expiration date.
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Securities Authorized for Issuance Under Equity Compensation, Plans .

See Part II1, Item 12, below.

Performance Graph

.

The following Performance Graph and related information Sl‘llali not be deemed “soliciting material” or to be
“filed” with the Securities and Exchange Commission, nor shall{such information be incorporated by rgférence
into any future filing under the Securities Act of 1933 or Securities Exchange Act of 1934, cach as amended,
except‘ to the extent that The PMI Group specifically incorporates lit by reference into such filing.

t

Comparison of The PMi Group, In¢, and Benchmarks

Total Return Index
170
160 =
150 e
140 o=
130 e R -4
- A - .-
. 120 - /l _,'._l.- _________ -
110 / ,-' = "
. 100 1 By e ’_:.’!." :
90 e
. w4
" 80 . N2
70 T - — T - T —
2001 2002 2003 2004 2005 2006 i
——PMI - .5~ MlIndex —-a—-' S&P 500 - - & -'— Russell 1000 FIN SVS
’ o . Total
' o “ Rate of
| .o : ' * Total Return* _ , Return**
12/31,08  12/31/02  12/3103 12/31/04 12/31/05 ~ 12/31/06 .  12/31/06
PMI ... . i $]00.QO $89.92 $111.89 $125.99 $124.55 $143.72 43.72%
MIIndex®** ... ................. 100.00° - 7575 10243 119.11 11925 11510 15.10%
S&PSO0 .. ..., 10000 7795 10027 111.14° 11658 13495 3495%
Russell I000FINSVS . ........... 100.00 8476 11055 12508 133.52 58.38%

*  Total Return = Capital Appreciation + Dividend Income for the period {2/31/01 — 12/31/06.

" ** Total Rate of Return = (Total Return — 100) / 100

***% The MI index includes Radian Group; Inc., MGIC Investmen

4
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS.

CAUTIONARY STATEMENT

KT

Statements made or 1ncorporated by reference from time to time in this document other documents filed
with the Securities and Exchange Commission, press releases, conferences or otherwise that are not historical
facts, or are preceded by, followed by or that include the words “believes,” “expects,” “anticipates,” “estimates”
or similar expressions, and that relate to future plans, events or performance are “forward-looking™ statements
within the meaning of the federal securities laws. ,

[ INTY LY

Forward-looking statements.in this document include discussions relating to persistency rates, default and
claim rates, the seasoning of PMI’s insurance portfolio, reserves for losses and LAE, and our liquidity and capital
resources.

When a forward-looking statement includes an underlying assumption, we caution that, while we believe the
assumption to be reasonable and make it in good faith, assumed facts almost always vary from actual results, and
the difference between assumed facts and actual results can be material. Where, in any forward-looking
statement, we express an expectation or belief as to future results, there can be no assurance that the expectation
or belief will result. Qur actual results may differ materially from those expressed in any forward-looking
statement made by us, Forward-looking statements involve a number of risks of uncertainties including, but not
limited to, the risks described under the heading “Risk Factors.” All forward-looking statements are qualified
by and should be read in conjunction with those risk factors. Except as may be required by applicable law,
we undertake no obligation to publicly update or revise any forward-looking statements, whether as a
result of new information, future events or otherwise.

Overview of Our Business

We are a global provider of credit enhancement products that promote\homeoWnership and the provision of-
services essential to the building of strong communities. Through our U.S., International and Financial Guaranty
segments, we offer.first.loss, ‘mezzanine and risk remote financial insurance across the credit spectrum and
around the world.- We divide our business into four segments:

p
L

U.s. Morrgage' Insurance Operations: We offer mortgage insurance products in the U.S. that enable
borrowers to buy homes with ]ow down payment mortgages Net income from U.S. Mortgage Insurance
Operatlons was $290 3 million ‘in 2006 and $275:4 million in 2005, and includes PMI Mortgage
Insurance Co. and its affiliated U.S. mortgage insurance and reinsurance companies (collectively,
“PMI”), and equity in earnings from PMI’s joint venture, CMG. Mortgage Insurance Company and its
afﬁhated compamcs (collectlvely, “CMG MI™).

S [mernanonal Operatmns We offer mortgage insurance and other credit enhancement products in
Australia, New Zealand, Europe, and Asia. Net income from our Internatlonal Operattons segment was
$103 5-million in 2006 and $105.5 million in 2005 ) :

s F inancial Guaramy We are the lead investor in FGIC Corporation, whose wholly-owned subsidiary,

Fmancnal Guaranty Insurance Company (“FGIC”), provides financial guaranty insurance. We also have

a 51gn1ﬁcant interest in RAM Reinsurance Company, Ltd., or RAM Re, a ﬁnanc1al guaranty reinsurance

~ 'company based in Bermuda, and its holding company, RAM Holdings Lid. Our Financial Guaranty

' segment also includes PMI Guaranty Co., a wholly-owned surety company based in New Jersey. PMI

Guaranty was formed i in 2006 to provide financial guaranty msurance financial  guaranty reinsurance

and related credlt enhancement products and services. Net income from our F1nanc1a1 Guaranty segment
was $97.3 million in 2006 and $72.2 mllhon in 2005. '

+ * - Corporate and Other Our Corporate and Other segment consists of our holdmg company (“The PMI

Group” or “TPG™), contract underwriting operations,, and equity in losses from investments in certain

i limited partnerships. Our Corporate and Other segment generated net losses of. $71 4 million in 2006
and $43.9 million in 2005.

63




Revenues and Expenses : Co RO
Our revenues from continuing operations consist primarily of:

+ premiums earned on our U.8. and international mortgage insurance policies, financial guarantees and
other credit enhancement products; Y bt

+ net investment income on our investment portfolios;

e equity in earnings from our unconsclidated subsidiaries,| primarily from FGIC, RAM Re and CMG M,
and o

+ other income, including fees from contract underwriting services and income from changes in the fair

" value of credit default swaps. :
Our expenses consist primarily of:
¢ claims paid to policyholders, claims:related expenses and changes in reserves;
+  amortization of deferred policy acquiisition cOsts;

« underwriting, acquisition and policy servicing costs, dontract underwriting costs and remedies, and
general administration and overhead expenses; . , o

+ interest and financing expenses; and

¢ income taxes. : ‘ S, e . JR

Conditions and Trends Affecting our Business
Overview of 2006 Financial Results -
. Qur consolidated net income for 2006 was $419.7 million compared to'$409.2 million for. 2005. (See
Results of Operations table below). This increase was primarily due to.higher equity in earnings from FGIC and
higher premiums earned in our U.S. Mortgage Insurance Operatu!ms segment and at PMI Australia. The increase
in our consolidated net income in 2006 was partially offset by higher losses and loss adjustment. expenses
(“LAE”) in Australla and the U.S. and $12.2 million of pre-tax expenses relating to our January 2006 adoption of
Statement of Fmanmal Accounting Standards No. 123R, Share- Based Payment, or SFAS No. 123R.

1

Trends and Conditions Affecting Financial Performance ! : N

U.S. Mortgage Insurance Operations. The financial perforfnence of our US. Mortéage Insurance
Operations segment is affected by a'number of factors including' v '

*  New Insurance Written (NIW). PMI’s NIW decreased by 10.3% in 2006 compared to 2005. The
. . decrease reflects a 17.5% decrease in NIW generatedi’by PMI's flow channel. We believe that the
© decrease in PMI’s flow channel NIW was primarily driven by increasingly competltlve pricing, higher
concentrations of loans in the 2006 private mortgage i surance market of a type or credit quality that
" PMI has traditionally not inéured through our flow channel to a great extent, and a reduction in the size
of the flow private mortgage insurance ma:kel We believe the size of the flow private mortgage
insurance market has been negatively impacted by lenders’ use of alternative mortgage products which
do not. require mortgage insurance and higher levels| of loans originated and sold ‘to non-agency
investors which do not generally require mortgage insurance at the point of loan origination. In late
2006, Congress enacted legistation that provides for the tax deductibility, under certain circumstances,
* of borrower-paid mortgage insurance premiums re]atmg to loans closed on or after January 1, 2007. We
believe this legislation may positively impact flow NIV‘I’ in 2007. NIW from PMI’s structured finance
channel increased 15.8% in 2006 compared to 2005 due to increased customer opponumtles as a result

of the favorable mortgage-backed securities (“MBS™) market,
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Policy Cancellations and Persistency. Low interest rates and home price appreciation over the past
several years have driven mortgage refinance activity and policy cancellations, which. in turn have
negatively affected PMI’s insurance in force. While policy cancellations negatively affect PMI’s
insurance in force cancellations due to borrower prepayments positively affect. premiums earned on
. PMI’s_single premlum policies in the year in which the ‘cancellations occur. Upon notification of
~cancellation of a Ioan"under a non-refundable single premlum policy, any unearned premium with
respect to that loan is recognized as earned premrum PMDI’s persistency rate, which is based upon the
percentage of primary insurance in force at the begmmng of a 12-month period that remains in force at
* the end of that period, was 69.6% as of December 31, 2006 and 61.9% as of December 31, 2005, The
improvement in PMI’s persistency rate in 2006 reflects lower levels of residential mortgage refinance
activity. If mortgage interest rates remain at current levels or continue to increase, we expect that
refinancing activity will continue to slow and PMI's persistency rate will continue to improve.

Credrt and Ponfoh() Charactenstrcs Compared to December 31, 2005, PMI's primary risk in force as
of December 31, 2006 consisted of hrgher percentages of interest only, payment option ARMS Alt-A,
and high LTV loans. We believe that these percentage increases generally reflect higher concentrations
of these loans in the mortgage ongmatron and private mortgage insurance markets. We expect higher
default and claim rates for ARMs, payment option ARMs, interest only, Alt-A and high LTV loans and
incorporate these assumptions into our underwriting approach, portfolio limits, pricing and loss and
~ claim estimates,

Losses and LAE.- PMI’s losses and LAE, which includes claims paid; LAE and changes in loss
reserves during the applicable.period, increased 3.8% in 2006 compared to 2005. PMI’s higher losses
and LAE in 2006 was due to increases in loss reserves of $20.2 million during 2006. We increased

PMI’s loss reserves primarily as'a result of higher average primary claim sizes and higher claim rates in

2006 and our expectation that-average claims sizes and claim rates will continue to increase in 2007,
PMI’s average claim sizes increased in 2006 as a result of higher loan sizes and coverage levels in
PMI's NIW and insurance in force. PMI’s claim rates increased in part as a result of changes in the
business mix of PMI's mortgage insurance portfollo (described in Credit and Por{foho Characteristics
above), and the seasoning of our primary NIW acquired through our structured finance channel. The
increases in PMI’s claim sizes and claim’ rates have been partially mitigated by favorable economic
conditions, including job creation and low interest rates.

Captive Reinsurance. Under captive reinsurance agreements, PMI transfers portions of its risk written
on loans originated by certain lender-customers to captive reinsurance companies affiliated with such
Iender customers. In return, PMI cedes a share of its gross premiums written to these captive
‘réinsurance companies.’ As of December 31, 2006, 52.9% of PMl’s primary insurance in force was

subject to captive reinsurance agreements compared to 53.4% as of December 31, 2005. This decrease -

was due to a higher percentage of PMI’s. 2006 NIW being generated by our structured finance channel,
which NIW is generally nol subject to captive reinsurance agreements,

Investment Income. 1n 2006, PMI obtained authorization to dividend $500 million to its parent The
PMI Group. PMI paid $350 million in dividends to The PMI Group in 2006. Due to the dividends paid
in 2006 and expected dividends to be paid in 2007, the size of PMI's investment portfolio, and
corresponding investment income for U.S. Mortgage [nsurance Operations, will be reduced in 2007.

Regulatory and Legislative Environment. At any point in time, there are multiple regulatory proposals
and initiatives that could significantly affect the mortgage insurance industry as well as PMI’s business,
We may also be impacted by changes in statutes and regulations affecting the GSEs, financial
institutions and capital market participants.
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International Operations. Factors affecting the financial| performance of our International Operations
segment include: ‘

*  PMI Australia. PMI Australia’s losses and LAE incredsed to $36.3 million in 2006 from $2.5 million
in 2005. In 2006, we increased PMI Australia’s net loss reserves by $21.9 million. These increases were
due in large part to interest rate increases and moderating or declining home price appreciation which, in
turn, caused PMI Australia’s default inventory, claim rates and average claim sizes to increase. We
expect these default and claims trends to continue in 20q7. PMI Australia’s NIW increased by 39.5% in
2006 compared to 2005, The increase was due primarjly to higher demand for flow and residential
mortgage-backed securities related mortgage insurance and to PMI Australia’s streamlined flow product

_ offerings and new marketing initiatives in 2006. '

»  PMI Europe. PMI Europe’s net income was $11.9 million in 2006 compared to $9.8 million-in 2005.
This increase in PMI Europe’s net income in 2006 was due in part to an increase in other income arising
from changes in the fair value of its credit default swap derivative contracts. The increase in income
from changes in the fair value of credit default sw p derivative contracts was primarily due to
mark-to-market gains, including accretion from deferred éains on existing contracts and five new
contracts entered into during 2006. The increase in net income in 2006 was partially offset by a
reduction in premiums carned associated with the acquired Royal & Sun Alliance (“R&SA”) portfolio
and increases in losses and LAE. In accordance with otir éstablished earnings pattern, which is based
upon management’s estimation of the expiration of the R&SA portfolio’s risk, we expect that premiums
earned and risk in force associated with the portfolio to continue to decline in 2007 and through the
remaining life of the portfolio. However, we expect th? decline in premiums earned on this portfolio
will be offset, at least in part, by premiums earned on new primary flow business written throughout
Europe. In the second quarter of 2006, PMI Europeriand R&SA terminated the sharing of future
economic benefits with respect to the portfolio’s loss performance:

. PMI Asia.  In June 2006, our wholly-owned subsidiary, PMI Asia, received its insurance authorization
from the Hong Kong Insurance Authority. Subsequent tq its receipt of authorization, we transferred our
Hong Kong branch’s enatire’ mortgage reinsurance portfolio to PMI Asia. In connection with this
restructuring, ‘our International Operations incurred a $1.1 million U.S. tax charge during the second
quarter of 2006. PMI Asia’s gross written premium declined in 2006 compared to 2003 as a result of a
decrease in mortgage origination activity in Hong Kong| in 2006 and the increased retention of risk by
PMI Asia’s leading customer. This customer will further increase its risk retention in 2007.

*  PMI Canada. We are forming a wholly-owned Canadian subsidiary, PMI Canada, with headquarters
in Toronto, Ontario. We expect PMI Canada to begin offering residential mortgage insurance products
" to Canadian Iénders and mortgage originators in the first haif of 2007. '

-»  Foreign Currency Exchange Fluctuations and Foreign Currency Put Options. The performance of our
International Operations is subject to fluctuations in exclhange rates between the reporting currency of
the U.S. dollar and the functional currencies of the Australian dollar, Euro and Hong Kong dollar. The
"change in the average foreign currency exchange rates ( lrimarily the weakening of the Australian dollar
against the U.S. dollar) from 2005 to 2006 reduced our, International Operations’ 2006 net income by
(i) $1.2 million and (ii) a $1.3 million pre-tax dccr'easi, in the fair value of our foreign currency put
options. :

Financial Guaranty. Factors affecting the financial performance of our Financial Guaranty segment
include: :

« FGIC. A majority of the net income derived from our Financial Guaranty segment in 2006 was
generated by equity in earnings frorn FGIC. Equity in e:amings from FGIC was $98.5 million in 2006
compared to $74.9 million in 2005. The increase in equiry in earnings from FGIC in 2006 compared to
2005 was primarily due to increases in premiums earned, the increase in FGIC’s loss and LAE reserves
in 2005 related to Hurricane Katrina, the partial release in 2006 of Hurricane Katrina-related loss
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reserves recorded in 2005, and higher investment income. FGIC’s financial performance is affected by,
among other things, interest rate movements, which may generate refundings, the volume of issuance in
the public and structured finance markets and FGIC’s ability to penetrate these markets. FGIC 5.
refunding premiums were $41.8 million in 2006 compared to $54.8 million for 2005.

RAM Re. Equity in eamings ‘from RAM Re was $8.7 million in 2006 compared to $4.8 million in

-2005. This increase was due primarily to higher premiums earned, release of loss reserves in 2006 and

. an increase in net investment income,

include:

PMI Guaranty. PMI Guaranty began operations in the fourth quarter of 2006. PMI Guaranty’s net
income (pre-tax) for the year ended December 31, 2006 was $0.8 million.

Hurricane Katrina. As of December 31, 2006, FGIC had Katrina-related net reserves of $8.7 million,
representing a $11.4 million decrease from December 31, 2005 in net reserves related to credits affected
by Hurricane Katrina. FGIC’s loss reserve will likely be adjusted in the future as additional information
concerning such credits becomes available. Any such adjustments may have a material impact on the
results of operations of and our equity in earnings from FGIC Corporation. As of December 31, 2006,
RAM Re had $26.6 million of par amount of exposure on its watch list related to exposures affected by
Hurricane Katrina. We cannot predict whether FGIC or RAM Re w1ll ultimately incur losses or wiil
record additional reserves in the future as a result of Hurricane Katrina.

Corporate and Other. Factors affecting the financial performance of our Corporate and Other s'c'gment

Contract Underwriting Services. As a resuit of lower levels of mortgage originations and a decline in
customers’ requests for contract underwriting services, our contract underwriting activities and revenues
have declined, and wili likely continue to decline in the future. Total contract underwriting expenses
primarily include allocated expenses as well as monetary remedies provided to customers in the event
we failed to properly underwrite a loan. Expenses associated with corin:act underwriting remedies, and
accruals thereof, decreased from $14.5 million in 2005 to $12.4 million in 2006.

- Share-Based Compensation.  In 2006, we adopted SFAS No. 123R, which requires us to record the fair

value of share-based awards, including stock options and our Employee Stock Purchase Plan (“ESPP™)
shares to employees in our consolidated statements of operations effective January 1, 2006. During
2006, our Corporate’ and Other segment incurred $12.2 million {pre-tax) in compensation’ expense
relating to unvested and outstanding stock options and the ESPP. The after tax charge related to this
item was $9.4 million in 2006. Due to our acceleration of out-of-the-money stock options in 2005, our
expenses in 2006 were reduced and our expenses in 2007 will be higher by approximately $3. million to
$5 million (after tax). _ o - :

Additional ltems Affecting this Segment. Our Corporate 'and - Other segment also méludes net
investment income from our holding company, expenses related to corporate overhead, including
employee compensation expense not included in our other operating segments, and interest expense.
Effective January 1, 2006, we refined our method of operating cost allocation between our U.S.
Mortgage Insurance Operations segment and our Corporate and Other segment. As a result of this
refinement, we allocated approximately $7.5 million (pre-tax) in 2006 to our Corporate and Other’

. segment which previously would have been allocated to our U.S. Mortgage Insurance Operations

segment. We incurred ;a $5.5 million (pre-tax) settlement accounting charge in 2006 related to a
lump-sum distribution from our Supplemental Employee Retirement Plan, The lump-sum distribution
triggered settlement accounting under SFAS No. 88, to revalue our pension-related liabilities in 2006.

Ty
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Consolidated Results

RESULTS OF OPERATIONS *
YEARS ENDED DECEMBER 31, 2606, 2005 AND 2004

[

The following table presents our consolidated financial results for the years ended:

Diluted earnings per'share .. ................... DR $ 457 $§ 410 $ 387

S Percentage
. Change
, 2006 2005
) VS, ¥s.
2006 2005 2004 2005 2004
(Déllafs in millions: except
- per share data) .
REVENUES: , . .
Premiumsearned ................................ .5 8605 § 8176 $ 7704 52% 6.1%
Net investment inCome ... ....vueerenvreenennnenns. 1953 1795, 1686 88% 6.5%
Equity in earnings from unconsolidated subsidiaries . .. . . | 1273 979 " 836 300% 17.1%
Income from change in fair value of credit default . '
SWADS  + v te et e 7.4 24 69 — (65.2%)
Net realizéd investment gains .. . .................... 2.8 2.1 26 333% (19.2%)
Realized capital loss on equity investment held for sale . . — — 204y — —
Other iNCOME .. ...ttt tiee e e enn 127 18.3 26,5 (30.6)% (30.9%
Totalrevenues ... .........cc.iuennnnnen.s 1,2060 1,117.8 1,038.2 79% . 1.7%
LOSSES AND EXPENSES: ) ,
Losses and loss adjustment expenses ................. 3029 2578 2373 17.5% 8.6%
* Amortization of deferred policy acquisition costs ... .. .. " 68.4 744 852 (8.D)% (12.1%
Other underwriting and operating expenses ............ 2377 2137 2047 112% 4.4%
Net costs to exchange and extinguish long-term debt . ... 2.0 — — — —
Litigation (recovery) settlement . .................... (2.8) — 2.6 — —
Interest eXpense . ............... P 38.1 310 346 22.5% (10.1)%
* Total losses and expenses . . .. ... e P 646.3 5770 5592 120% 32%
‘Income from continuing operations before income taxes ..... 559.7 540.8 4790 35% 129%
Income taxes from continuing operations ................. 140.0 131.6 1125  64% 17.0%
Income from continuing operations after income taxes . ... 419.7 4092 . 3665 2.6% 11.7%
Income from discontinued operations before income taxes . . . . — — 58 — —
Income taxes from discontinued operations ................ — _— 20 — —
Income from discontinued operations after income taxes .. — — * 38 - —_
Gain on sale-of discontinued operations, net of income taxes .
of 8165 ... — — 290 — —
Netincome ................... e $ 4197 $ 4092 $ 3993 2.6% 2.5%
11.5% 59%

Our consolidated net income for 2006 was-$419.7 million compared to*$409.2 million for 2005. (See
Results of Operations table above). This increase was primarily due to higher equity in eamnings from FGIC and
higher prémiums earned in our U.S. Mortgage Insurance segment and at PMI Australia. The increase in our
consolidated net income in 2006 was partially offset by higher 19sses and loss adjustment expenses (“LAE”) in
Australia and the U.S. and $12.2 million of pre-tax expenses rellating to our January 2006 adoption of SFAS

No. 123R.

Our consolidated net income was $409.2 million in 2005 con
net income in 2004 included a $29.0 million after tax gain on the
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by.a $20.4:million (pre-tax) realized capital loss on.our equity investment in SPS Holding Corp. (“SPS”). Our
consolidated’ net income from continuing operations after. taxes in 2005.was $409.2 million compared to $366.5
million in 2004.. The increases in net income and income. from- continuing operations after taxes in 2005
compared to 2004 were due primarily to higher premiums earned in U.S Mortgage Insurance 0perat1ons and PMI
Australia in 2005; and increases.in our equity in earnings from FGIC in 2003, K Y S

. . The increase in premiums earned in 2006 compared to 2005. was primarily due to increases in premiums
earned from- PMI Australia and our U.S. Mongage_.lnsurance Operations segment. The increase in PMI
Australia’s premiums earned-in, 2006, was primarily. due,to, the ‘s_cheduled release of unearned premiums to
premiums eamed-associated with PMI Australia’s NIW and insurance in force growth, and premiums earned as a
result ‘of higher levels,of policy cancellations in.2006. The increase in U.S. Mortgage: Insurance Operations’
premiums earned was- due primarily to PMI's higher average premrum.rates and.average insured loan sizes, as
well as higher levels of modified pool premiums. The increase in premiums earned in 2005 compared to 2004
was due to increases in premiums earned from U.S. Mortgage Insurance Operations, primarily as.a result of
higher average premiums rates and the recognition of premiums associated with loan cancellations under
non-refundable single and annual premlum policies, and from PMI Australia, as a result of insurance in force
growth. . .4 a0 et S T

The increases in net investment income in 2006 and 2005 compared to their prior years were due primarily
to the growth in PMI Australia’s investment portfolio and increases in our consolidated book yield. As of
December 31, 2006, our consolldated pre-tax book yleld was 545% comparecl to, 5.18% and 5.07% as of.
December 31, 2005 and 2004 respecuvely These increases in our pre -tax book y1e1d were pnmanly due to the
hlgher mterest rate enwronment in Australia. .~ . .. - . "

m“, . .k Y

We accounl for our unconsolldated sub31d1anes "and llmlted partnersh1ps using the’ eqmty method of
accountmg Equlty in eammgs ‘from FGIC Corporanon was $98 3 mlll1on in. 2006 compared to $74 9 million and
$6l 6 m1lllon in 2005 and 2004, respectlvely The mcrease in 2006 compared to 2005 was ‘primarily due to an
1ncrease in premlums eamed the partial release of loss reserves m 2006 assoc1ated with Hurricdne Katrina, and
hlgher ifivestment inconie. In 2005, FGIC incurred losses and LAE of $20.1 million pnmanly ‘related to insured
credits impacted by Hurricane Katrina in 2005. Equity in earnings from FGIC increased in 2005 comparéd o
2004, notwithstanding the Hurricane Katrina-related reserve increases in 2005, primarily as a result of higher
preminms earned and higher investment income. . PO I

“Our income related to credit défault swaps ‘was generated by gains related to changes in the fair value of
PMI Europe’s credit default swap transactions. Currently, PMI Europe is party to eleven transactions classified
as derivatives. PMI Europe’s income increased from these transactions in 2006 in comparison to 2005 primarily
due to I‘lSk wrltten through new swaps in 2006 and increases in mark- to—market gains on existing derivatives.

g
} .The decreases in other income in 2006 compared to 2005, and 2005 compared to 2004, were largely
attnbutable t6 lowef fees generated by-our contract underwriting revenues in our Corporate and Other segment.

Contract underwriting fees decreased in 2006 and 2005 primarily due to declines in customer requests for our,
contract underwntmg services and lower levels of mortgage reﬁnance acuvrty in 2006.

' The'i lncr_ease i our consolidated losses and LAE: in 2006 compared to 2005 was due primarily to increasés
*in PMI Australia’s-and U.S. Mortgage Insurance Operations’ losses and LAE in 2006. The increase in PMI
“*Australia’s losses -and LAE'in 2006-was due primarily to higher default inventories, claim rates, and average

claim sizes as a result of less favorable housing market conditions. The increase in U.S. Mortgage Insurance

Operations’ losses and LAE in 2006 was due primarily to higher claim rates caused by changes in the mix of

PMTI’s portfolio and higher claim sizes causéd by higher coverage levels and loan sizes. The increase in our

losses and LAE in 2005 compared to 2004 was due primarily to higher claims paid in our U.S. Mortgage

Insurance Operations as a result of the seasoning of PMI’s insurance portfolio, an increased number of claims

paid in 2005 that were previously delayed by bankruptcy protection, and higher claim rates associated with the
_changes in the mix of PMI’s loan pertfolio.
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+ The decreases in amoertization. of deferred policy acquisition costs in 2006 and 2005 compared to their prior
years were due to lower levels of amortization in our U.S. Mortgage Insurance Operations. U.S..Mortgage
Insurance Operations’ deferred policy acquisition cost asset was $43.5 million, $48.3 million and $54.0 miltion
as of December.31, 2006, 2005 and 2004, respectively. These decreases were due primarily to cost savings
realized from our U.S. field office restructurings in 2004 and 2006 and declines in NIW in 2005 and 2006.

. The increase in other underwriting and operating expenses in 2006 compared to 2005 was primarily due to
$12.2 million (pre-tax) of compensation expenses relating to qur adoption of SFAS No. 123R in 2006, a
$6.2 million (pre-tax) settlement accounting ¢harge: reqmred‘Ldue 1o a lump-sum distribution from our
Supplemental Employée Retirement Plan, partially offsét by cost savings from our field office restructurings. The
increase in other undeririting and operating expenses in 2005 compared to 2004 was due primarily to higher
operating expenses in our International: Operations as a result|of higher R&SA profit sharing commission
accruals by PMI Europe and an increase in PMI- Australia’s| expenses . related to payroll' and' regulatory
compliance. oo : s Coe )

B

- The increase in interest expense in 2006 compared to 2005 was primarily due to debt and equity financing

activities during 2006. The decrease in intersst expense in 2005 compared to 2004 was primarily due to the
capitalization of interest expenses related to internally developed software.

Our income tax expense from conlmumg' operations in 2006 increased compared 10 2005 primarily as a
résult of the increase in our. pre-tax income. Our effective tax ra{es were 25.0% for 2006 and 24.3% for 2005.
This change in our effective rates was primarily due to increases i  our U'S. ‘Mortgage Insiirance Operatlons and
International Operations’ net income, excluding net investment income and equity in earnings, which are taxed at
effective tax rates between 30% and 35%, The increase in income tax expenses for 2005 compared to 2004 was
pnmanly due to the increase in pre- tax mcome from contmumg perations, and an increase in the effective tax
raté to 24.3% for 2005 from 23.5% for 2004 The increase in our effective tax rate in 2005 was due primarily to
an increase in our U.5. Mortgage Insurince Operations’ net income, and also due to reduced proportionate
contributions to our consohdated ﬁnanc1a1 results of mun1c1pal boﬁd mterest mcome Wthh has a lower effectlve
tax rate.

.

Segment Resulits : ' _ . "

The following table presents consolidated net income and netincome (loss) for each of our segments for the
years ended:

Percentage !
Lot Change
2006 2005

f . . - - 3 : ‘ R P Y8, N ¥S.
2006 2005 2004 K 2005 2004

(In millions)

U.S. Morigage Insurance Operations . .. ..................... .. $2903 $275.4 $2545 54%  82%

International Operations .............. L, 1. 1035 1055 999 (1.9Y% 5.6%
Financial Guaranty . ... .. T e 973 722 607 .348% | 18.9%
Corporate and Other . ....:........ PETETT el ! . {714y (43.9) (15 8) 62. 6% 177.8%

Consolidated netincome . ::.... . . .0 0 o oL, R $419.7 34092 $399.3 2.6%. 25%

Mo
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U.S. Mortgage Insurance Operations

The results of U.S, Mortgage Insurance Operations include the operating résults of PMIL. CMG MI is
accounted for under the equity method of accounting and its results are recorded as equity in earnings from
unconsolidated subsidiaties. U.S. Mortgage Insurance Operations’ results are summarized in the table below.

Percentage
Change

2006 2005
' ¥S. vS.
20060 2005 2004 2005 2004

(In millions)

Premiumsearned . .........iire e e $688.0 $665.2 $6340 34% 49%

Net INVestment ICOME ..ottt et tie et iriae s renenns $105.9 $104.3 $1022 15% 2.1%
Equity in earnings from unconsolidated subsidiaries . .............. $203 $ 188 $ 153 B8.0% 22.9%
Lossesand LAE . ... ... ... .. . ... . ... ... '$263.0 $2534 32332 38% 8.7%
Underwriting and operating eXpenses . . . .........couueienainen.. 51554 $162.8 $173.5 (4.5)% (6.2)%
Litigation (recovery) settlement .......... ... ......iiiiinnnn.. $ 28 % — § 260 — —

A T (V) 1 11 $290.3 $275.4 $254.5 54% 8.2%

Premiums written and earned—PMTI's net premiums written refers to the amount of premiums recorded
based on effective coverage during a given period, net of refunds and premiums ceded primarily under captive
reinsurance agreements. Under captive reinsurance agreements, PMI transfers portions of its risk writien on loans
originated by certain lender-customers te captive reinsurance companies affiliated with suchrlender-customers. In
return, portions of PMI's gross premiums written are ceded to those captive reinsurance companies. PMI’s
premiums earned refers to the amount of premiums recognized as earned, net of changes in unearned premiums.
The components of PMI's net premiums written and premiums earned are as follows:

Percentage |

Change

2006 2005

VS, v8.

2006 2005 2004 2005 2004
(In millions) ' :
Gross premiums Written .. ...... ... ...t $839.2 $8492 57674 (1.2)% 10.7%
Ceded premiums, netofassumed ......................... (167.8) (167.8) (155.3y — 8.0%
Refunded premiums ......... ... ... ... ... .. L. (12.8) (14.3) (14.0) (10.9% 2.1%
Net premiums Writlen . ... ......ovvettiiinnn e nnnnnn $6586 $667.1 $598.1 (1.3%) 11.5%
Premiumsearned ...........cociuiriiininernninnenan $6880 $6652 $6340 34% 49%

The decreases in gross and net premiums written in 2006 compared to 2005 were primarily due to two
single premium transactions totaling $47.3 million in premiums written in the fourth quarter of 2005, partially
offset by higher levels of modified pool premiums and increases in PMI’s average premivm rates and avérage’
insured loan balances in 2006. PMI’s average premium rate increased in 2006 as a result of changes in the
business mix of PMI's portfolio. PMI’s average insured loan balances increased primarily due to home price
appreciation. The increases in gross and net premiums written in 2005 compared to 2004 were pnmanly due to
the two single premium transactions written in the fourth quarter of 2005.

As of December 31, 2006, 63.5% of primary flow insurance in force and 64.4% of primary flow risk in
force were subject to captive reinsurance agreements compared to 61.7% and 63.1% as of December 31, 2005.
These increases are the result of a higher portion of new flow insurance written with customers with whom we
have captive reinsurance agreements. NIW generated through PMI's structured finance channel is generally not
subject to captive reinsurance agreements.
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PMI’s preminms earned increased in 2006 compared to 200% as a result of higher average premium rates in
2006. This increase was partially offset by lower levels of earned premiums associated with loan cancellations of
single premium policies and lower levels of NIW, PMI's premiums earned increase in 2005 compared to 2004
primarily as a result of higher average premium rates in 2005 and the release in 2005 of unearned premisms to
earned from the cancellation of annual and singie premium policies.

Net investment income—Nel investment income remained relatively flat in 2006 compared to 2005. U.S.
Mortgage Insurance Operations’ investment portfolio, including cash and cash equivalents was $2.0 billion at
December 31, 2006 compared to $2.1 billion at December 31; 2005 and 2004, The decrease in 2006 was
primarily due to dividends paid by PMI to its parent. The preitax book yield for U.S. Mortgage Insurance
Operations was 5.34% at December 31, 2006, 5.21% at Decemb‘r 31, 2005 and 5.14% at December 31, 2004.
The increases in the pre-tax book yield in 2006 compared to 2003, and 2005 compared to 2004, were primarily
due to higher interest rates. : _ . , .

Equity in earnings from unconsolidated subsidiaries—U.3. Mortgage Insurance Operations’ equity in
earnings are derived entirely from the results of operations of CMG MI. Equity in earnings from CMG MI
increased in 2006 and 2005 compared to their respective prior years primarily as a resuit of higher premiums
earned due to insurance in force and risk in force growth.

- Losses and LAE—PMI’s losses and; LAE represent claims paid, certain expenses. related to default
notification and claim processing and changes in loss reserves during the applicable period. Because losses and
LAE includes changes in net loss reserves, it reflects our best estimate of PMF's future claim payments and costs
to process those claims relative to PMI’s current inventory of loans in default. Claims paid including LAE
includes amounts paid on primary and pool insurance claims, and LAE. PMI’s losses and LAE and related claims
data are shown in the following table. -

Percentage
Change

2006 2005
VS, ¥S.
‘ : 2006 2005 2004 2005 2004
Claims paid including LAE (in siillions) .................... . 52428 $2464 $219.0  (1.5)% 12.5%

' Chinge in net loss reserves (in millions) .................... 3 20.2 7.0 142 188.6% (50.1Y%
i ] A '
Losses and LAE (inmillions) ........ ... iiiiiinennnin, . $263.0 $2534 $233.2 38% 8.7%
Number of primary claims paid ........... PP PUUTTE . 8,637 9262 8335 (6% 11.1%
Average primary claim size (in thousands) ................. 4. $248 $ 232 § 232 69% —

Lot

The decrease in claims paid including LAE in 2006 compared 1o 2005 was primarily due to the decrease in
the number of primary claims paid in 2006, oifset by higher clain sizes in 2006. The decrease in the number of
primary claims paid in 2006 was due in part (o additional claims paid in 2005 that were previously delayed by
bankruptcy protection. The higher average primary claim size in 2006 was a result of higher average loan sizes
and coverage levels in PMI’s insurance in force. The increase in claims paid including LAE in 2005 compared to
2004 was due to a number of factors, including the seasoning of PMiT’s primary insurance portfolio’s largest book
years, an increased number of claims paid that were previously Fe]ayed by bankruptcy protection and higher
claim rates associated with the portion of PMI's portfolio that contains ARMs, high LTV, Alt-A, and Iess-than-A
quality loans. (See Credit and Portfolic Characteristics).

. ‘ P
Primary claims paid were $214.0 million in 2006, $214.9 million in 2005, and $193.2 million in 2004. Pool
insurance claims paid were $18.3 million in 2006, $21.6 million in 2003, and $19.4 million in 2004, As a result
of increases in our modified pool risk in-force in 2005 and 2006, we do not expect pool insurance claims paid to
continue to decrease in 2007, )
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Our increase of net loss reserves by $20.2 million in 2006 reflects our belief that PMI's average claim sizes
and claim rates will continue to increase in the future, PMI experienced higher claim rates in 2006 due in part to
changes in the business mix of its mortgage insurance portfolio (discussed in Credit and porifolio characteristics,
below) and the seasoning of NIW acquired through PMI's structured finance channel. Net loss reserves increased
in 2005 from 2004 due-to an incréase in 2005 in PMI's expected claim rates associated with the portion of PMI's

portfolio that contains ARMs, high LTV and less-than-A quality loans. {See Crmcal Accoummg Estimates—

Reserves for Losses and LAE.) : '

We expect a significant majority of claims on insured loans in PMI's current portfolio to occur between the
second and fourth years after loan origination. To the extent we continue to have high levels of PMI's insurance
in force that are in, or approaching, their peak loss development years, losses and LAE will be unfavorably
impacted. Changes in economic conditions, including mortgage interest rates, job creation, and home prices

could significantly impact our reserve estimates, and therefore, PMI's losses and LAE. In addition, changes in

economic conditions may not necessarily be reflected in PMI’s loss development in the quarter or year in which
such changes occur.

.. PMI's primary morigage insurance master policies define “default” as the borrower’s failure to pay when
due an amount equal to the scheduled monthly mortgage payment under the terms of the mortgage. Generally,
the master policies require an insured to notify PMI of a default no later than the last business day of the month
following the month in which the borrower becomes three monthly payments in default. For reporting and
internal tracking purposes, we do-not consider a loan to be in default until the borrower has missed two
consecutive payments. Depending .upon its scheduled payment date, -a loan delinquent for two consecutive
monthly payments could be reported to PMI between the 31¢ and the 60t day afier the first missed payment.

~ PMI's primary dqfaﬁlt data are presented in the table below.

: ! ‘ Percentage
E . ay ot . e . Change/Variance
- : . ! . As of December 31, - 2326 2?25
‘ 2006 2005 0047 2005 2004
" Flow policiesinforce . .......... ... ... el 607,553 646,594 710,362 6.00% (9.0)%
Structured pelicies in force .......... ... 112,794 96,939 , 92,874 16.4% 4.4%
Primary policiesinforce ............................. 720,347 743,533 803,236. (3.1)% (7.4Y%
Flow loansindefault ......... ... .. ... ... .......... 28,881 33,156 30,519 (12.9)% 8.6%
Structured loans indefault ....... . ... .. . ... ... ...... 11,116 9,546 8,535 16.4% _ 11.8%
Primary loans indefault ... ........ ... ... ............. 39,997 42,702 39,054 (6.3)% 9.3%
Primar)} defaultrate ................. ... ... ... ..., 555% 574% 4.86% (0.19)pps 0.88 pps
Primary default rate for flow transactions . .............., 4.75% 5.13%  4.30% (0.38) pps 0.83 pps
Primary default rate for structured transactions . .. ... cee 986% 9.385% 9.19% 0.01pps 0.66pps

The decrease in PMI's primary default rate as of December 31, 2006 compdred to December 31, 20035 was

'pnmanly due to a decline in the number of primary loans in default, offset by a decrease in the number of

primary insurance policies in force. The decrease in flow loans in default was primarily due to high cure rates
associated with approximately 3,500 loans in default from hurricane impacted areas in 2005. Higher
concentrations of Alt-A and high LTV loans contributed to the increase in structured loans in default as of

. December 31, 2006 compared to December 31, 2005.

The increase in PMI’s primary default rate as of December 31, 2005 compared with December 31, 2004 was
due to an increase in the number of primary loans in default and a decline in the number of primary insurance
policies in force. Increases in primary loans in default were mainly due 1o increases in structured loans in default
as a result of higher concentrations of Alt-A and high LTV loans.
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elow.

PMI’s modified pool default data are presented in the table Y
o . . " Percentage Clia;gd
) ! Variance
) ' " AsofDecember 31, 232_‘ oL s
2006 2005 2004 2005 2004
Modified pool with deductible R _ .
Loansindefault ..... ... ... ... ... i e, 9,531 11,358 8,680 (l6.1)% 30.7%
Policies inforce . ... .2 oo iui i 2&4011 156,534 +121,899. 30.3% 28.4%
Defaultrate . ... .. .ot i 4.67% +« 7:26% ' 7.13% (2.59pps 0.13 pps
Modified pool without deductible o ' 1._: . S . o L
Loansindefault .............. ... i, 2,258 3,186 2,674 (29.1)% 19.1%
Policies INTOTCE . .. ..o i e et et i i 86 370 42,009 53,845 ‘1 05.6%  (22.00%
Defanltrate . ... ... .. it 261% ' 7.58% ' 4.97% (4.97)pps 2.6 pps
Total modified pool o
Loansindefault ........ ... . ... vt 11,789 © 14,544 - 11,363 (18:9)% » 28.0%
Policies in force ........ /O S 290,381 + 198,543 175,744 -  463% - ' 13.0%
Defaultrate ........... .. .. i L 06% +1.33% - 6 47% (3 27) pps 0.86 pPps

b N IS ‘! A

PMI's total modified pool default rate decreased in 2006 due to d@n increase in the number of modified pool

policies in force and a decrease in modified pool loans in defal
2006 primarily due to a higher number of delinquencies in the

It. Modified pool loans in-défault decreased in

ﬁourth quarter of 2005 from hurricane impacted

areas and higher cure rates in 2006 in those areas. PMI believes that its madified pool insurance products’ risk

reduction features, including a stated stop loss limit, ‘exposure li
some cases, deductibles, reduce PMI's potential for loss expo
increase in the 2005 modified pool default rates compared with
Hurricane Katrina, customer default reporting enhancements beg
modified pool loans in default in 2005 due to the seasoning of the

Total pool loans in default {which includes modified and ¢
2005 and 2004 were 15,898, 20,379 and 17,186, respectively

December 31, 2006, 2005 and 2004 were 4.24%, 6.84% and 5.50%, respectively.

Total underwnung and operanng expenses—PMI’s tota
'follows

Amortization of deferred policy acquisition costs
Other underwriting and operating expenses
Litigation (recovery) settlement

Total underwriting. and operating expenses

Policy acquisition costs incurred and deferred

mits on each individbal loan in the pool and, in
sure on loans insured by those products. The
2004 was primarily due to defaults relating to
in in the third quarter of 2003, and increases in
modified pool portfolio,

sther pool products) as of December 31, 2006,
The default rates for total pool loans as of

1

underwriting and operating expenses are as

Percentage
Change
12006 . 2005

V5, -

VS,
' 2005 2005 2004

- {In mllllons)

$520 $596 $ 721

12006 2004

(12.8)% (17.3)%

10347 1032 1014 02% ' 18%
(28) -~ (26) — —
$152.6 $162.8  $170.9. . (6.3)% . (4.7)%

$ 487 $ 528 '$ 565 (71.8Y% (6.5)%

PMI's policy acquisition- costs are. those costs. that var]
underwriting and processing of new mortgage insurance polic

w1th and -are, related;.to our acquisition,
es, including contract underwriting and sales

related activities. To the extent that we are compensated by customers for contract underwriting, those
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underwriting costs are not deferred. We defer policy-acquisition costs when incurred and amortize these costs in
proportion to estimated gross profits for each policy year by type of insurance contract (i.e. monthly, annual and
single premium). Policy acquisition costs incurred and deferred are variable and fluctoate with the volume of
new’ insurance applications processed and NIW, and can also be reduced by increased use of PMI's electronic
ortgmanon and dehvery methods y

The decreases in amortization of deferred policy acquisition costs and policy acquisition costs incurred and
deferred in 2006 and 2005 compared to prior years were primarily due to expense savings reahzed from field
~ office restructurmgs and lower levels of NIW. PMI’s deferred policy acqtnsmon bost asset decreased by $4.8

- million from December 31, 2005 to $43.5 million at December 31, 2006, and by $5.7 million from December 31,
2004 to'December 31,-2005 as’a result of these same factors. Continued declines in PMI's deferred ‘policy
acquisition cost asset would reduce future amortization of deferred pohcy acqutsmon costs.

Other underwntmg and operanng expenses generally consmt of all costs that are not altributable to the
achtsmon of new,bnsmess and are recorded as expenses when mcurred Other ,underwriting and operating
expenses in 2006 were reduced by approx1mately $7 5 million pursuant to a re-allocation of certain costs from
U.S. Mortgage Insurance Operattons to our Corporate and Other segment as a result of a refinement of our
allocatlon of operaung costs between segrnents The mcrease in expenses in 2005 compared to 2004 was due
pnmanly to higher compensanon 1nsurance and deprecnatlon ‘related expenses. The lmganon settlernent refund
received in. 2006 relates to the. settlement in 2001 of, the Baynham litigation. . -

PMI incurs underwriting expenses related to contract underwriting services for mortgage loans without
mortgage, insurance coverage. These costs are allocated to PMI Mortgage Services Co., or MSC, which is
reported in our Corporate.and Other segment, thereby reducmg PMD’s. underwrltmg and operanng expenses.
Contract underwriting expenses allocated to MSC were $12.7 million in 2006, $18.7 million in 2005 and $26.1
million in 2004., The declines in allocated expenses were due.to decreases in contract underwriting activity:

L Tt v i ! Pt R [ LI !

Ratms——PMI *s loss, expense and combtned ratios are shown below . . Loen

-t " ‘a; ".'-‘l' E,'; | " t.‘-' . ) ,'-. .,:‘:-1_.' R .- ‘,"I;'. S .I | \ . f ) . V;;ria_nce [
y I 3 IR (" . . Nt - H \ . ‘ 2006’ 2005
‘ ‘ ! e tys, vs,

206 2ws 204005 200
Lossratio™, 7.0 . 0.l LFlil0382%  381M% 36.8%  0.1pps T 1.3 pps
Expenseratio .. ... ... i e 232% 24.4% 28.6% (1.2)pps (4.2) pps
Combined. ratlo ....................................... 61.4% 62.5% 65.4% (1.1)pps (2.9) pps

PMI’s loss ratio is the ratio of losses and-LAE to premiums earned. The loss ratio remained flat in 2006
compared to 2005-as a-result of hlgher premlums earned offset by higher losses and LAE. The increase in the loss
ratjo in 2005 compared with 2004 was pnmanly dnven by increases in losses and LAE.

By

PMI's expense ratlo is the ratio of total underwrltmg and operating expenses to net premtums written. The
decrease in PMI's expense ratio in_ 2006 compared to 2005 was pnmartly due to the decrease in total.
underwnttng and operanng expenses described above, partially offset by a decrease’ in net premtums writtén m
2006 compared to 2005. The decreasé in PMI's expense ratio in 2005 compared to 2004 was due to the i increase
in PMI’s net premium written and a decline in the amertization of deferred policy acquisition costs. Excluding
the re-allocation of costs to our Corporate and Other segment described above, PMI’s expense ratioc would have

been approx1mately‘24 3% for 20067 The combined fatio is the sum of the loss ratio and the expense ratio.
b .

oL o e t R '
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Primary NIW—The components of PMI’s primary NIW are|as follows:

Percentage
Change

b b a ) 2006 2005

. . Y8, VS,

2006 2005 2004 2005 2004

. y o (In millions) !
Primary NIW: L | N ,

Primary NIW—flow channel . . . .. e e 1$23,270  $28,194 .$36,257 (17.5)% (22.2)%
anary NIW—structured ﬁnance charmel e . 8,564 7,740 4956 158% 56.2%

Total primary NIW ................ R $32,234 $35934 $41,213 (10)% (12.8)%

The decrease in PMI's primary NIW in 2006 compared Jo 2005 was primarily driven by increasingly
competitive flow pricing, higher concentrations of loans in the 2006 private mortgage insurance market of a type
or credit quality that PMI has traditionally not insured through ouk ﬁow channel io a great extent, and a reduction
in the size of the flow private mortgage insurance market. The de rease in PMI's pnmary NIW in 2005 compared
to 2004 was drivén by a decrease in the size of the flow' prwate mortgage insurance market, partially offset by
increased opportunities for structured transactions. We' behcve e size of the flow private mortgage insurance
market was negativély 1mpacted by lenders’ use of alternative n'longage products that do not require mortgage
insurance and an increase in the level of loans originated and sold to non-agency investors as a percentage of the
total origination market.

NIW from PMI’s structured finance channel incréased in 2|006 compared to 2005, and 2005 compared to
2004 mainly due to mcreased customer opportumtles as a result of the favorable MBS market '

-

Modified pool insurance—PMI currently offérs modified pool insurance products that may be attractive to
investors and lenders seeking a reduction in the severity of the impact of borrower defauit beyond the protection
provided by existing primary insurance or with respect to loans that do not require primary insurance, or for
capital relief purposes. In 2006, PMI wrote $0.7 billion of modified pool risk, compared to $0.3 billion in 2005
and $0.2 billion in 2004. Modified pool risk in force was $2.5) billion at December 31, 2006, $1.8 billion at
December 31, 2005 and $1.5 billion at December 31, 2004,

. Insurance and risk in Jorce—PMI’s primary insurance in force and primary and pool risk in force are
shown in the table below.

¥ . Percentage

Change/Variance

|As of December 31, 2‘?26 2?,2‘5

2006 | 2005 2004 2005 2004

_ _ (I nii||lions, except percentages) )
Primary insurance inforce ... .................... $102,635 $1Q1,090 $105,321 15% @.00%
Primary risk in force ........ e $ 25,711 $ 24971 $ 25,505 30% QD)%
Pool risk in force* ... e e b 3,21@ $ 2589 § 2408 242% 15 %
| Pohcy cancellauons—pnmary (vear-to- date) ........ $ 30,’68? 540,165 $ 41,133 (23.6)% (24)%
! Persistency—primary ...... 0............0.. e 69.6% 61.9% 60 9% 7.7pps L.Opps
mmed pool and other pool risk in force te

Primary insurance in Afoﬁ:e as of December 31, 2006 increased due priinarilj to lower policy canceliations,

partially offset by lower levels of NIW. Primary risk in force at December 31, 2006 increased compared to
December 31, 2005 due to a greater number of high LTV loans|with deeper coverage and higher average loan
balances, offset by lower levels of NIW. Higher or stabilizing mortgage interest rates and corresponding declines
in refinance activity caused policy cancellations to decrease, and primary persistency to increase, in 2006 and
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2005. The primary persistency Tate is based on the percentage of primary insurance in force at the beginning of a
12-month period that remains in force at the end of that pericd. The decreases in primary insurance in force and
risk in force in 2005 compared to 2004 were due to continued high levels of policy cancellations and lower NIW
in 2005. B

Credit and portfolio characteristics—PMI insures less-than-A quality loans and Alt-A loans through all of

‘its acquisition channels. We define less-than-A quality loans to include loans with ‘Credit scores generally less
than 620. We consider a loan Alt-A if it has a credit score of 620 or greater and has certain characteristics such as -

reduced documentation verifying the borrower’s income, assets, deposit information, and/or employment. The

following table presents PMI's less-than-A quality loans and Alt-A loans as percentages of its flow channel and
structured finance channel primary NIW for the years ended: '

2006 2005 S2004
{In millions, except percentages)

Less-than-A quality loan amounts and as a percentage of:

Primary NIW—flow channel ... ... . PR L $1,1537 5% $ 1,588 6% $2,703 7%
Primary NIW-—structured finance channel .................. ’ 838 9% 1,084 14% 1,780 36%
Total primary NIW ... ... ... .o $ 1,991 6% $ 2,672 7% %4483 11%
CAlt-A loan- amounts and as a percentage of:

Primary NIW—flow channel ............................. $ 6,691 29% $ 7425 26% $7.304 20%
Primary NIW-—structured finance channel ............. RIS + 4410 49%  3.002 39% 1,204 - 24%

Total primary NIW . .. ..ot C$11,101 " 34% $10,427 29% $8,508 21%

The following table presents PME's ARMs (mortgage loans with interest rates that may adjust prior to their
fifth anniversary) and high LTV loans (loans exceeding 97% LTV) as percentages of its flow channel and
structured finance channel primary NIW for the years ended:

2006 -~ 2005 | 2004
‘ (In millions, except percentages)

ARM amounts and as a percentage of: AR N :

Primary NIW—flow chanhel .. .......... .. ... i $3,802 16% $ 6,024 21% $ 6,992 19%
Primary NIW-—structured finance channel ............. ;. .. 4,081 46% 5,880 76% 3,262 66%
Totalpn'maryNIW!....‘.........................: ...... $7,883 24% $11,913 33% $10,254 25%
97% or higher. LTV loan amounts and as a pércentage of: - ' -

Primary NIW—flow channel-. . ........... ... ... ... .. v 34,835 21% $ 3942 14% $ 4418 12%
Primary NIW—structured finance channel .................. 1,386 15% 868 11% . 337 7%
Total primary NIW & . 0. . L L.l 86221 19% $ 4810 13% $ 4755 12%

Since 2004, interest-only loans, also known as deferred amortization loans, and payment option ARMs have
been popular with some borrowers and we have insured an increased amount of these loans through our primary
flow and structured finance channels. Interest only loans and payment option ARMs have more exposure to

declining home prices than fixed rate loans or traditional ARMs.

e
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The following table presents PMI's interest only loans and payment option: ARMs as percentages of its flow
channel and structured finance channel pnmary NIW for the years ended:

Interest only loans amounts and as a percentage of:

Primary NIW—flow channel ....... e e S
Primary NIW—structured finance channel ................. L

Total primary NIW . ...... ... ool e N

Payment option ARMs amounts and as a péréentage of:
Primary NIW—flow channel ............................L

Total primary NIW .. ..w.......... e |

2006

2005

(In millions, except percentages)

$3.507 15% $3.235
2,329 26% 2,386

$5,836 18% 35,621

.. $2617 11% $2.790
.. $2617 8% $2,799

2004

11% $1,533 4%

31%

410 8%

16% 1943 5%

10% § 952 3%

8% 952 2%

The following table presents PMI's less-than-A quality loaps, Alt-A loans ARMs high LTV, interest only
and payment option ARMs loans as percentages of primary risk in force as of December 31 of the years

presemed

As a percentage of primary risk in force:

Less-than-A quality loans (FICO scores below 620) .........
Less-than-A quality loans with FICO scores below 575 % ... .
AlFA TOANS ottt ettt e

97% or higher LTV loans ..................... ... ...,
Interest ONly ... ..o vn e

Payment option ARMs U NP

. 2006

* Less-than-A with FICO scores below 573 is a subset of PMI’s less-than-A quality loan portfolio

005

+ 9%

3%
"17%
20%
14%
. 6%

1%

[1%
3%
13%
15%
12%
N/A
N/A

As shown by the above table, PMI’s primary risk in force at December 31, 2006 contained higher
percentages of Alt-A loans, high LTV loans, interest only loans and payment option ARMs. We believe that
these increases reflect the higher concentrations of these types of loans in the mortgage origination and private

mortgage insurance markets.

1

We expect higher default rates and claim payment rates for less-than-A quality loans, ‘Alt-A loans, high
LTV loans, interest only loans, and payment option ARMs than bur traditional primary portfolio and incorporate

these assumptions inte our underwriting approach, portfolio limi
PMI’s average premium rate generally increased primarily as a
higher percentages of these types of loans. PMI also insures

interest only loans, payment option ARMs, and high LTV loans

that the structure of PMI's modified pool products mitigates the

those products.
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s, pricing and loss and claim estimates. In 2006,
result of PMI’s primary portfolio consisting of

ess-than-A quality loans, Alt-A toans, ARMs,

through its modified pool products. We believe
risk of-loss to PMI from the loans insured by




International Operations

International Operations’ results include our Australian subsidiaries, collectively referred to as PMI
Australia; our Irish subsidiaries, collectively referred to as PMI Europe; and PMI Asia.

Reporting of financial and statistical information for International Operations is subject to foreign currency
rate fluctuations in translanon to U.S. dollar reporting. Our International Operations segment’s net income for the
last three years is summanzed as follows:

’

" Percentage
Change

T 2006 2005
) vS. ¥S,
2006 2005 . 2004 2005 2004

{USD in millions)

PMI Australia .. ... o e F $845 %885 $763 (4.59% 16.0%
PMIEUrOpe . i e 11.9 98 173 214% (43.4)%
PMIASIA ... 7.1 72 63 (1.4)% 143%
International Operations net income . .. ...................... L.. 31035 31055 $999 (1.9Y% 5.6%

' The decrease in International Operations’ net income in 2006 compared to 2005 was primarily due to higher
losses and LAE in PMI Australia. The decrease in International Operations’ net income in 2006 was partially
offset by increased premiums earned and net investment income in Australia and an increase in income from
changes in the fair value of PMI Europe’s credit default swaps. International Operations’ net income increased in
2005 compared to 2004 primarily due to increases in PMI Australia’s premiums earned and net investment

income.

The change in the average foretgn currency exchange rates frorn December 31, 2005 to December 31 2006
negatlvely impacted our International ‘Operations’ net income by $1.2 million, as a result of the weakenmg of the
Australian dollar relative to the U.S. dollar. This foreign currency translation impact is calculated using the year
over year change in’ the average monthly exchange rate to the current year ending net income in the local
currency. The change in the average foreign currency exchange rates from December 31, 2004 1o December 31,
2005 favorably 1mpacted our International Operations’ net income by $2.9 million, as result of the strengthening
of the Australian dollar relative to the U.S. dollar.

. In 2006 and 2005, we.purchased Australian dollar and Euro foreign currency put options designed to
partially mitigate the negative financial impact of a potential strengthening of the U.S. dollar relative to the
Australian dollar and the Euro in those years. The options had an aggregate pre-tax cost of $1.4 million and $1.8
million in 2006 and 2005, respectively. International Operations’ net income in 2006 and 2005 was reduced by
$1.3 million pre-tax and $1.1 million pre-tax, respectively, related to the cost, net of realized gains, of our foreign
currency put options. We have entered into a similar foreign exchange put option program in 2007 at a pre-tax
cost of $1.3 million. :
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PMI Australia-

years ended:

The average anmual AUD/USD currency exchange rate was,
2004, The change in the average AUD/USD currency exchinge
PMI Australla s net income by $1.3 million in 2006, and the
exchange rates from 2004 to 2005 favorably impacted PMI Australi

Net income from PMI Austratia in 2006, 2005 and 2004 inc
of $1.2 million, $1.6 miliion and $1.5 million, respectively. =

Premiums written and earned—PMI Australia’s insurance
policiés. Written premiums are earned in accordance with' the ex
wrltten premium associated with a single prernium policy is reco
with the majority of the premium recognized’ as €arned in ve

The table. below sets forth the results of PMI Australia for the
Percenthge
. Change
. ' C 2006 - 2005
4 . VS, VS
2006 2005 2004 2005 2004
{USD in millions)
Net premiums written .. ......... . .oiiiiiianieiinn.an. $184.0. $151.9 S$151.2 2.1%  0.5%
Premiumsearned ................c..iiiiiaii ... $1454  $1238 $109.1 17.4% 13.5%
Net investment ificOME .. . ... .. v etiriinnnr e ninnnennn 547 46.8 383 169% 22.2%
Net realized investment gains . ... ..........c.ooeviur.... 24 - 0.2 — — —_—
Other (loss) income " ... 0. ... (0.6) — 0.5 — —
JTotalrevenues ......... ... . ... .l 201.9 170.8 147.9 181.2%.& 15.5%
Lossesand LAE ............. P 36.3 2.5 0.6 —_ -
Underwriting and operating expenses .................... 448 43.0 375, 42% 14.7%
Total losses and eXpenses . .........ovevinvreennn.nn 81.1 45.5 38.1 782% 194%
Income before income taxes ................. ... ... 1208 . 1253 . 1098 36)% 14.1%
INCOME tAXES . ..ottt i e i e 36.3 36.8 335, (14% 99%
Net income .. ... R $85 $85 $763 4.5% 16.0%
LOSS FRHO « -+ e e e eeee e e e et e e 250%  20%  0.5% 230pps 1.5pps
Expenseratio ........... ...l 243%  283% 248% (4.0)pps 3.5 pps

(.7535 in 2006, 0.7621 in 2005 and 0.7370 in

rates from 2005 to 2006 negatlvely 1mpacted
change in the average AUD/USD currency
ia’s net mcome by $2. 8 rmlllon in 2005.

udes pre-tax f_oreign currency put option costs

portfolio consists primarily of single premium
pected: expiration of policy risk. Accordingly,
nized as earned over a period up to nine years,

s two through four. In the event of policy

cancellation, any unearned portion of the associated premium'is‘recognized as earned upon notice of cancellation
to PMI Australia. The increases in PMI Australia’s premiums written and earned in 2006 compared to 2005 were

primarily due to the scheduled release of unearned premiums to ¢
in insurance in force over the last several years, and premiums ea
in 2006. The increase in PMI Australia’s net premiums earned
levels of insurance in force and the continued strengthening of the
Net investment income—The increase in net investment
primarily to the growth of PMI Australia’s investment portfolio
billion at December 31, 2006 compared tc $877.2 million at
December 31, 2004. This growth was driven by positive cash
weakening of the Australian dollar relative to the U.S. dollar. The
2006 and 5.9% at December 31, 2005 and 2004, The increase in th
to a higher interest rate environment. The increase in net investme
atiributable to the growth of the investment portfolio.
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arned associated with PMI Australia’s growth

rned from higher levels of policy cancellations

n' 2005 compared to 2004 was due to higher

|Austra]ian dollar relative to the U.S. dollar.

income in 2006 compared to 2005 was due

sincluding cash and cash equivalents, to $1.1
December 31, 2005 and $801.5 million at
flows from operations, partially offset by a
pre-tax book yield was 6.1% at December 31,

¢ pre-tax book yield in 2006 was primarily due

nt income in 2005 compared to 2004 was also




- Losses and LAE—PM]I Australia’s losses and LAE and related claims data are shown in the following table:
. . Pei‘céﬁtaéé
[ : -Change
2006 2005
¥S. .. VS
2006 2005 2004 2005 2004

(USD in millions, except
number of primary

claims paid)
Claims paid including LAE . ......... .. ... oo $155 $33 313 — 153.8%
Change in net 10SS reSEIves .. ... it it et i iiie e 208 (0.8 0.7 — 14.3%
Losses and LAE ... .. e e e e e 36.3 25 06 — _
~ Number of primary claims paid ... .. SO PR oo 302 93 65 — 43.1%
Average primary claim size (in thousands) ........................ 514 351 171 464% 105.3%

The increase in losses and LAE in 2006 compared to 2005 was attributable to interest rate increases in 2006
and moderating or declining home price appreciation in 2005 and 2006 which, in turn, caused PMI Australia’s
default inventory, claim rates and average claim size to increase. We increased PMI Australia’s net loss reserves
in 2006 due to, among other factors, an increase in PMI Australia’s default inventory in 2006, and our
expectation that average claim sizes and claim rates will continue to increase. PMI Ausiralia’s default inventory
- increased to 2,281 loans as of December 31, 2006 from 1,264 loans and 751 loans as of December 31, 2005 and
December 31, 2004, respectively. PMI Australia’s default rate at December 31, 2006 was 0.22%, 0. 13% at
December 31, 2005, and 0.08% at December 31, 2004. The increase in losses and LAE in 2005 compared to
2004 was attributable to increased claims paid during 2005, slightly offset by a $1.1 million reserve reduction in
" the third quaiter of 2005.

Underwriting and operating expenses—Underwriting and operating expenses in 2006 increased slightly
compared to 2005 primarily due to higher compensation expenses, offset bya weakening of the Australian doliar.
The increase in underwntmg and operating expenses in 2005 compared to 2004 was due pnm:mly to higher
levels of i insurance in force, increases in payroll and payroll-related expense% driven by increased employee
headcount, and expenses related to regulatory comphance

NIW, insurance and risk in force—PMI Australia’s NIW consists primarily of single premium policies and
includes flow channel insurance and insurance on RMBS. RMBS transactions include insurance on seasoned
portfolios comprised of prime credit quality loans that have LTVs often below 80%. The following table presents
the components of PMI Australia’s NIW, insurance in force and risk in force for the years ended: .

< oa,

Percentage

.. Change

2006 2005

. . . V8. . VS,

2006 2005 - 2004 2005 2604

] IR (USD in millions) _ -

Flow insurance written ................. PR $ 20426 $ 18321 $ 19540 11.5% (6.2)%
RMBS insurance Writlen . ... . ............ooooiiionn... 20012 10671 14,669 87.5% (27.3)%
Total NIW ..., U e ... $40438 $ 28992 $ 34209 39.5% (15.3)%
Insurance inforce .......... I Vieeoon. 3148765 $119915 $113,628 24.1% 5.5%
Risk in force "...... .. ST S AU 3135541 $108751 $103 135 24.6% 5.4%

The increase in N]W generated by PMI Australla $ ﬂow channel and RMBS channel in 2006 compared to
2005 was primarily due to higher demand for flow and RMBS-related insurance and to streamlined flow product
offerings and new marketing initiatives in 2006. The decrease in NIW in 2005 compared to 2004 was primarily due
to slowing Australian mortgage origination and residential mortgage backed securities markets, competitive pricing,
and the restructuring of a captive reinsurance arrangement causing a customer’s affiliated captive reinsurer to retain
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more mortgage default risk. The increases in insurance in force and risk in force at December 31, 2006 compared to
December 31, 2005, and December 31, 2004, were driven by NIW. Low Doc loans represented 7.9%, 7.8% and
5.0% of PMI Australia’s risk in force as of December 31, 2006, 20d5 and 2004, respectively.

PMI Europe
" The following table sets forth the results of PMI Europe for the years ended:

Percentage Change

2006 2005

¥S. ¥5.

2006 2005 2004 2005 2004

(USD in millions)

Premiumsearned ............ . e ... $l162 %175 %209 (7.4)% (16.3)%
Income from changes in fair value of credit default swaps . .. ... e 7.4 24 6.9 — (65.2)Y%
Netinvestmentincome ................c.ooun... e e 9.3 99 8.9 ®.1N% 11.2%
Net realized investment gains (losses) ..................... . Ly (@1 05 — (120.0)%

Other (loss) income ... .. ... e SR e b @D 05 (0D (1200 —
Totalrevenues ...............oo ... e ... 339 302.. 371 123% (18.8)%
Lossesand LAE . ... ... o i e . 3.2 1.9 3.3 68.4% (45.7)%
Underwriting and operating expenses ............. e S 1230132 7.0 (6.8)% BB8.6%
Total expenses ............ e . S0 155 151 105 2.6% 43.8%
Income before taXes . ... ... . oou.eneiia Lo 184 151 266 219% (432)%
Income taxes .................... ey el 6.5 5.3 93  226% (43.0)%
NetiNCOME . . .ottt ... $119 $98 $173  214% (43.40)%

The average annual Euro/USD currency exchange rate was 11.2566‘i'n 2006, 1.2444 in 2005, and 1.2443 in
2004. Changes in the average EurofUSD currency éxchange rates from 2005 to 2006, and 2004 to 2005,
favorably impacted PMI Europe’s nét incomé by $0.1 million in| 2006,'$0.1 million in'2005. Net income from
PMI Europe in 2006 includes a $0.1 million pre-tax realized loss related to foreign currency put options and 2005
includes a $0.4 million pre-tax realized gain related to foréign cu encyvp‘ut options. ‘

Premiums’ earned—The decréases in premiums éarned in 2006 compared to 2005, and 2005 compared to
2004, were due primarily to a decrease in premiums earned dssociated with the R&SA lenders’ mortgage
insurance’ poftfolio acquired by PMI Europe in 2003. We recognize premiums associated with the acquired
portfolio in accordance with established earnings patterns that are based upon management’s estimation of the
expiration of the portfolio’s risk. As the portfolic continues to agé, we expect premiums earned and risk in force
associated with the portfolio to continue to decline.

Income from changes in fair value of credit default swaps—PMI Europe is currently a party to eleven
transactions that are classified as derivatives: PMI Europe’s incdme increased from these transactions in 2006
primarily due to mark-to-market gains in 2006 of $7.4 million compared to $2.4 million in 2005, Mark-to-market
gains on derivatives include any accretion from deferred gains. |For the years ended December 31, 2006 and
2005, $2.2 million and $1.6 million, respectively, of accretion from deferred gains was recorded in income from
changes in the fair value of credit default swaps. While changes|in the fair value of PMI Europe’s derivatives
may occur as a result of a number of factors, the primary drivers are actual and projected claim payments. As of
December 31, 2006 and December 31, 2005, $13.3 million and $6.8 million, respectively, of deferred gains
related to the initial fair value were included in other liabilities. PMI Europe’s income from derivatives decreased
in 2005 compared to 2004 as a result of the reduction in gains related to the change in the derivatives’ fair value
to $0.8 million in 2005 from $5.6 million in 2004. Claims paid related to credit default swaps accounted for as
derivatives totaled $2.00 million in 2006, $1.8 million in 2005 and $0.4 million in 2004. These claims paid are
offset against estimated claims patd and, to the extent they are different from those estimates, the differences are
included in the changes in fair value of credit default swaps.
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Net investment income and net realized investment gains (losses)——PMI Europe’s net investment income -
and realized investment gains (losses) consist primarily of interest income from its investment portfolio and; to a
lesser extent, gains and losses on foreign currency re-measurement, realized investment gains and losses from
investment activity, and foreign currency exchange gains and losses when investments are sold. Net investment

“income decreased .in 2006 compared to 2005 primarily due to a decline in the average investment portfolio

balance in 2006 caused by the payment of profit sharing obligations discussed below. The increase in-net
investment income in 2005 from 2004 was primarily due to the growth of the investment portfoho

PMI Europe’s investment portfolio, meludmg cash and cash equwalents as of December 31, 2006 was $215.3
million, $216.3 million as of December 31, 2005, and $229.3 million as of December 31, 2004. The decrease in '
PMI Europe’s investment portfolio in 2006 was primarily driven by the payment of an accrued profit commission
relating to the termination of future profit sharing obligations on the R&SA portfolio! The pre-tax book yield was
4. 3% for the year ended December 31, 2006 and 4.5% for both the years ended December 31, 2005 and 2004. -

Losses and LAE—PMI Europe s losses and LAE increased in 2006 compared to 2005 PMI Europe 5 losses
and LAE over the periods presented were driven primarily by reserves posted for non-derivative accounted credit
default swap transactions. PMI Europe increased its loss reserves by $1.4 million and $0.9 million as of
December 31, 2006 and 2005, respectively, primarily due to lower than expected cure ratés ‘and hlgher loss
severities, offset in part by decreases in reserves associated with the favorable claims performance of the R&SA
portfolio. Claims, excluding claim payments from credit default swaps accounted for as derivatives, totaled $1.9
million in 2006, $1.0 million in 2005, and $0.6 million in 2004.

. Underwriting and operating expenses—The slight decrease in underwriting and operating expenses in 2006
compared to°2005 was primarily due to a reduction in provisions for profit sharing obligations on the R&SA
portfolio, partially offset by a growth in headcount. In the second quarter of 2006, PMI Europe and R&SA

. terminated the future sharing of economic benefits with respect to the portfolio’s loss' performance. As a result

PMI Europe will nét be required to pay R&SA profit sharing commissions in the future.

Risk in force = PMI Europe’s risk in forcé increased from $2.8 billion at December 31, 2005 to $3.9 billion
at December 31, 2006 as a result of new risk-remote credit default swaps written in 2006.

PMI Asié _
" The following table sets forth the results of PMI Asia:-
Percentage Change

T S ' 2006 2005 2004 2006 vs. 2005 2005 vs. 2004

o A “ . o, . {USD in millions) ’
Gross reinsurance-preininims written .. .. .. P $67 $184 3128 (63.6)% .~ . 43.8% .
Reinsuranée pren}iums'eérned_ e .. . L. 09 110 63 {0.9Y% _74.6%
Net investment income . . ........ P ol ... 18 04 — % — T—
- Totalrevenues ........... LA R 127 114 6.3  11.4% . 81.0%
Lossesand LAE ... ... co..foo e, R . 04 (0. 1) — * —_ L= -
Underwriting and operating expenses ..... RIRTRRRE S 12, 04  — % — —

Total expenses .........ovvviiieiiiannnen., .6 03 —=* = RPN N
Net income before taxes ... e 1.1 111 6.3 — —
INCOMEtAXES . .. oottt e 4.0 36 — * 2.6% —
NetinCome © . ov ettt e e e e e A $71 $72 $63 (1.4)% 14.3%

* 2004 items are not comparable with 2005.
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.- Premiums written and earned—Effective June 30, 2006,.R

MI Asia assumed all mortgage risk previously

ceded to PMI. The decrease in gross reinsurance premiums writtffn in 2006 compared to 2005 was due primarily
to a decrease in mortgage origination activity in Hong Kong and the increased retention of risk by a leading
customer. In 2005 and 2006, this customer increased, and willl increase further in 2007, the percentage of

morigage insurance' risk and associated premiums that it retai
reinsurance premiums written.

Net investment income—Net investment income increased

ns, thereby negatively -impacting PMI Asia’s

in 2006 as compared to 2005 due primarily to

growth in PMI Asia’s investment portfolio and higher book yields in connection with the transfer of our Hong

Kong branch’s mortgage.reinsurance portfolio to PMI Asia. As
and investments of $62.4 million.

Income taxes—The transfer of our Hong Kong branch’s

resulted in a $1.1 million tax charge in the second quarter of 2006.

is 17.5%. "

Financial .Guaran/ty

<J>f December 31, 2006, PMI Asia has total cash

mortgage reinsurance portfolic to PMI Asia
As of July 2006, PMI Asia’s statutory tax rate

The following table sets forth the results of our Financial Guaranty segment for the years ended: -

Equity in earnings from unconsolidated subsidiaries:
FGIC ... ... . e

Percentage
Change
2006 2005

oo ¥S. v VS,
2006 2005 2004 2005 2004

{In millions)

..... $ 985 $749 $61.6 31.5% 21.6%

RAMRE - .o oot 87 48 62 813% (22.6)%
Total equity in €armings . ......... . ...t iaaann T 1072 79.7: 678 345% 17.6%
PMIGUaranty . ........cooiileeiiiiiane i et 0.8 - —_ - C—
Income before taxes .. ...... ..o e e 1080 797 67.8 35.5% 17.6%
TICOME LAXES -+ v v e e vs e e e e e oo 107 75 7.1 427% 5.6%
NetMCOME . ..ottt ettt et e i | ..... $ 973 $72.2 $60.7 34.8% 189%

The increase in equity in earnings from FGIC Corporation i
increases in premiums earned, release of loss reserves associated
income, offset by higher interest expenses. The increase in equi

n 2006 compared to 2005 was primarily due to
with Hurricane Katrina, and higher investment
y in earnings from FGIC Corporation in 2005

compared to 2004 was primarily due to increises in premiums earned and net investment income, partially offset
by increases in underwriting expense and losses and LAE due to Humcane Katrina reserves recorded in 2005.

The increase in equity in earnings from RAM Re in 2006 compared to 2005 was due primarily to increases

in premiums earned and net investment income, and a decrease

in losses and LAE. The decrease in equity in

earnings from RAM Re in 2005 compared to 2004 was due primarily to unrealized losses associated with certain

credit derivatives and increases in operatmg CXanSCS
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The table below shows the main components of FGIC’s 2006, 2005, and 2004 results.

' oo ] i T } G e e .
. Year Ended December 31, Percentage Change.

(N1 [ L - Y, . O -
B PR e . 2006, 2005 2004 ., 2006 vs. 2005

) o : _ TR . ) . (In millions) \ . )
Net premiums written ......................., ... .$366,814 $381,054 $313,878 (3. 1)% 21.4%
Net premiumsearned . ........................... 266,457 224,569 174,949 18.7% 28.4%
Net investment income .. ..........., e 139,748 118,802 98,002 17.6%.. . 21.2%
Interest income—investment held by variable interest =~ .. . L :

entity ...l e e , 35,893 L= — — . —
Net realized gains and other income ........... L. 2,658 699 1,296 . — (46.1)%

Totalrevenues ...................cviiiiann 444,756 344,070 274247  29.3% 25.5%

Lossés and LAE (reversals) ..o, ..o 00 -®700) 18,506 5992 (147.00% © —
Underwriting expenses ....%.............0 ... Lo 91356 81,761 68,149  11.7% =~ 20.0%
Policy acquisition costs deférred *. . . . . e (39,728) (38,069) (32,952) '4.4% o 155%
Amortization of deferred policy acquisitioncosts .. .... 11,486 8,302 2,038 384% * —'
Interest expense and other operating expenses ..,..... 26,204 26,460 26,302 (1.0)% 0.6%
Interest expense—debt held by variable interest '

BNULY .o 35893 = — — — —

Total expenses ........coovniiiiaannn... 116,511 96,960 69459  20.2% 39.6%

Income before income taxes ...................... 328,245 247,110 204,788  32.8% 20.7%
Income tax expenses ................. . iaiian.n, 80,401 56,644 47,908 41.9% 18.2%
Netincome ........ ... . . i i e, 247,844 190466 156,880  30.1% 21.4%
Preferred stock dividends ........... ... ... ..... (18,485 (17.295) (16,348) 6.9% 5.8%
Net income available to common shareholders . . . . . . .. 229.35¢ 173,171 140,532 324% 23.2%
The PMI Group’s ownership interest in common

BQUILY L . e e 42.0% 42.0% 42.1% - (0.1} pps
The PMI Group’s proportionate share of net income

available to common stockholders 96,301 72,715 59,108 32.4% 23.0%
The PMI Group’s proportionate share of management

feesandother ....... ... . . ... ... 2,209 2,209 2,484 —_ (11.D%
Equity in earnings from FGIC .. ................... $ 98510 $ 74924 $ 61,592 31.5% 21.6%

Preminms written and earned—Net premiums written decreased in 2006 compared to 2005 primarily due
10 a decrease in FGIC's U.S. public finance premiums written, partially offset by growth in international finance
and structured finance transactions. Net premiums eamned increased in 2006 compared to 2005 due primarily to
growth in FGIC’s U.S. structured finance and international finance portfolios, offset by a decrease in premiums
earned on refundings. FGIC recorded earned premiums from refundings of $41.8 mitlion in 2006, $54.8 million
in 2005, and $42.7 million in 2004. A refunding occurs when an insured credit is called or legally defeased by the
issuer prior to the stated maturity. When a credit insured by FGIC has been refunded prior to the end of the
expected policy coverage period, any remaining unearned premium is recognized at that time. Net premiums
written and earned increased in 2005 compared to 2004 primarily due to growth in FGIC’s U.S. public finance
and structured finance portfolios and, to a lesser extent, growth in its international finance portfolio.

Net investment income—Net investment income increased to $139.7 million in 2006 from $118.8 million in
2005 and $98.0 million in 2004, primarily due to the growth of FGICs investment portfolio, FGIC's investment
portfolio is comprised primarily of U.S. municipal bonds with an average rating of AA. The book yield of
FGIC’s investment portfolio was 3.9% as of December 31, 2006, 3.8% as of December 31, 2005, and 3.5% as of
December 31, 2004.
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Losses and LAE—The decrease.in FGIC’s losses and loss adjustment expenses in 2006 compared to 2005,
and the increase in- 2005 compared to 2004, were primarily due t0 loss reserve activity related to insured credits
impacted'by Hurricane Katrina. In 2005, FGIC recorded $20.1 million of loss reserves, primarily related to
insured obligations in areas affected by. Hurricane Katrina. In 2006, FGIC reduced Hurricane Katrina-related
reserves by $7.9 million. Total reserves, net of reinsurance recoverables, were $38.8 million as of December 31,
2006 compared to $51.5 million as of December 31, 2005. ' :

Underwriting expenses—Undenifriting expenses increased|in 2006 compared to 2005 due to FGIC’s
adoption of SFAS No. 123R and growth in headcount, pan?'ally offset by higher ceding’commissions,
Underwriting expenses” increased in 2005 compared to 2004 primarily due to increases in headcount, partially
offset by ceding commissions. ‘ s

Deferred policy acquisition costs—The deferred policy acquisition cost asset was $93.2 million at
December 31, 2006, $63.3 million at December 31, 2005 and $33.8 million at December 31, 2004." The
amortization of deferred .policy acquisition costs increased in 2006 to $11.5 million from $8.3 million in 2005

due to the increase in the deferred policy acquisition costs asset. '
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Corperate and Other

The results of our Corporate and Other segment include income and operatmg expenses related to contract
underwriting, and net investment income, interest expense and corporate overhead of The PMI Group, our
holding - “company. Equity in earnings from SPS in 2004 was included in this segment in equity in (losses) .
earmngs from unconsolidated subsidiaries. As a result of the sale of our interest in SPS in October 2005, equity
in earnings or lo_sses from our investment in SPS in 2005 was included in this segment in other income. The
Corporate and Other segment in 2004 also included the results from, and realized gain on sale of, the
discontinued operations of APTIC. Our Corporate and Other segment results are summarized as follows:

Percéntage
Change
2006 2005
A . ¥S. ¥S.
- ' 2006 2005 2604 2005 2004
. {In milions) ’
Net investment income ........... e e . '$ 215 %180 § 193 19.4%  (6.7)%
Equity in (losses) earnmgs from unconsohdated o : .
SUBSIAIAIIES . ..\ o oo e et .. {02y (07 04 (1% —
Net realized investment losses .. .. ... ..o, 4.6) (2.6) 06) « 769%  —
Realized capital loss of equity investment held for sale
(SPS) o e S — (04 — —
Other income .. ............. S S T135 180 262 (25.00% (31.3)%
Total FeVENUES .. ... oevreenennn, IR . 302 " 37 249 (76)% 313%
Pension settlement charge ........... e 5.3 — — — —
Share-based compensation €Xpense .. .......... . a0 12.2 — — L — —_
Net costs to exchange and extinguish long- term debt ........ 2.0 — — — —
Other OpPerating eXPenses . . .. ..vvvveneeireneeorrencn.. 74.0 686 - 719 7.9% (4.6)%
Total or}rer operating expenses ....... e e 937 686 719 366% (4.0)%
Interestexpense .................. T 37.3 . 311 345 199% - (9.9)%
» Total expenses . 2. <. 0.1 T 1310 9970 1064 314%  (6.3)%
Net loss from continuing operations before income taxes .. ...  (100.8) (67.0) (81.5) 504% (17.8)%
Income tax benefits from continuing operations .. ..... e S (294) (23.1) (329)  273% © 29.8%
Income from discontinued operations, net of income taxes ... = - 3.8 — —
Gain on sale of discontinued operations {(APTIC), net of ' o
INCOME LAXES . ..\t te e eae e e e et vannnnneenns — — 29.0 — —

Netloss ......... R U $ (71.4) $(43.9) $(15.8) 62.6% 177.8%

Net investmerit income—The increase in net investment income in 2006 compared to 2005 was a result of
higher investment yields in The PMI Group’s investment portfolio in 2006, partially offset by a decrease in the
size of the investment portfolio in 2006 due to our repurchase of common shares and redemption of certain long-
term capital i mstruments The decrease in néet investment income in 2005 compared to 2004 was due primarily to
a decrease in the size of our mvestment portfolio due to repurchases of our common shares.

)

Net reahzed investment losses—Net realized investment losses increased in 2006 compared to 2005 due
primarily to the other—than -temporary 1mpalrment of investments that we no longer had the intent to hold until
recovery in value. Net realized investment losses increased in 2005 compared to 2004 due primarily to a $2.1
million pre-tax realized capital loss on our equity investment in a private equity limited partnership investment
that met the criteria for other-than-temporary impairment.
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Other income—QOther income primarily includes contract underwriting revenue. Other income decreased in
2006 compared to 2005 as a result of a decline in contract underwriting activity. In 2005, other income was offset

by $1.7 million of losses relating to our investment in SPS. o

Total other operating expenses—Total othér operatmg ¢xpenses for the Segment increased in 2006
compared to 2005 primarily due to $12.2 ‘million (pre-tax) of addrtronal compensation expenses in 2006 related
to our adoptron of SFAS No..123R, $7.5 million of reallocated expenses from U.S. Mortgage Insurance
Operations to our Corporate and Other segment, and a $5.5 mrllrolr (pre-tax) settlement accounting charge related
to a lump-sum distribution ffom our Supplemental Employee etirement Plan. SFAS No, 123R requrres the
measurement of all share-based compensation to employees, including grants of employee stock options, using a
fair-value-based method, and the recording of such expense in our consolidated statements of operations. We
were required to adopt SFAS No, 123R effective January 1, 2006. The reallocation increase relates to a 2006
refinement in our allocation of operating expenses between our business segments. The lump-sum distribution
triggered settlement accounting under SFAS No. 88, to revalue our pension-related liabilities in 2006. The
decrease in other operating expenses in 2005 compared to 2004 was due primarily to reductions in contract
underwriting expenses due to lower levels of contract underwriting, partially. offset by an increase in contract
underwriting remedies from $10.0 million in 2004 to $14.5 milliLn in 2005. Contract underwriting remedies in
2006 totaled $12.4 million. - . . ) _ -

Interest expense—Interest expense incrzased in 2006 com ared‘ to 2005 due prlmarily to higher average
debt levels related to our capital initiatives in 2006, 1nclud1ng interest on our $345 million bridge loan which was
repaid in the fourth quarter of 2006, and lower interest expense 11 2005 due to capitalized interest for internally
developed software costs. (See Liguidity and ¢ aprtal Resources — Febr and Equity Financing, below.)

Liquidity and Capital Resources - . : | i

Sources and Uses of Funds ' i . . R

The PMI Group Liguidity—The PMI Group’s liquidity is primarily dependent upon: (i) The PMI Group’s
subsidiaries’ ability to.pay dividends to The PMI Group; (ii) ﬁlnancing activities in the capital markets; and
(iii) maturing or refunded, investments and mvestment income from The PMI Group’s stand-alone investment
portfolio, The PMI Group s ability to access these sources depends -on, among other things, the financial
performance of The PMI Group’s subsidiaries, regulatory restnctlons on the ability of The PMI Group’s
insurance subsidiaries to pay dividends, The PMI Group’s and its ubsrdrarres ratings by the rating agencres and
restrictions and agreements to which The PMI Group or its subsrd1ar1es are subject that restrict therr abrllty to pay
d1v1dends incur debt or issue equity securities.

The PMI Group’s principal uses of liqui_dity are the payment of operating costs, income taxes (which are
predominantly reimbursed by its subsidiaries), principal and interest on its capital instruments, payments of
dividends to shareholders, repurchases of 1[5 common shares, purchases of investments and capital investments in
and for its subs1d1anes ’ E

i N RN b . . L

In the normal course of business, we evaluate The PMI Grcup ] capltal and quurdrty needs in llght of its
debt-related costs, holdmg company expenses our dividend policy, and rating agéncy consrderanons If we wish
to provide additional capital to our existing operations, make new equity investments oF inctease dur existing
equity investments, we may need to increase the cash and mveslment securities held by The PMI Group. Our
ability to rarse “additional funds for these purposes will depend on lour ability to access the debt or equity markets
and/or cause our insurance subsidiaries to ‘Fay dwrdends subject to ratmg agency and 1nsurance regulatory
consrderatlons and nsk to—capltal llmltatlons )

The PMI Group's available funds, consisting of cash and cash equivalents and investments, were $182.1
million at December 31, 2006, compared to $570.1 million at December 31, 2005. This decrease in The PMI
Group’s available funds was primarily due vo our redemption of approximately $300 million of remarketed

88




senior notes in connection with'our hybrid securities and our common share repurchases in 2006. It is our present
intention to maintain at least $75 million of liquidity at our holding company in connection with rating agency
considerations. We believe that we have sufficient liquidity to meet all of our short- and medium-term °
obligations, and that we maintain excess liquidity to support our operations as needed.

" U.S. Morigage Insurance Operations Liquidity—The principal uses of U.S. Mortgage Insurance
Operations’ liquidity are the payment of operating expenses, claim payments, taxes, dividends to The PMI Group
and the growth of its investment portfolio. The principal sources of U.S. Mortgage Insurance Operations’
liquidity are written premiums and net investment income. During the second quarter of 2006, CMG MI paid a
dividend of approximately $35 million to its two stockholders, of which $17.5 million was paid to PM1. We have
reached an agreement with CUNA Mutual Group, CMG MT’s other equity owner, to cause CMG MI to dividend
to its parents approximately $37 million of dividends in 2007, subject to regulatory and rating agency approval
PMI will receive 50% of any dividend from CMG ML :

International Operations and Financial Guaranty Liquidity—The principal uses of these segments’
liquidity are the payment of operating expenses, claim payments, taxes, and growth of its investment portfolio.
The principal sources of these segments’ liquidity are writtent premiums, investment maturities and net
investment income.

Credit Facility, .

In October 2006, we entered into a $400 million revolving credit facility and terminated our then-existing
$175 million revolving credit facility. Our $400 million revolving credit facility can be utilized for working
capital, capital expenditures and other business purposes. The facility may be increased to $500 million at our
request subject to approval by the lenders. The facility includes a $50 million letter of credit sub-limit. The
facility contains certain financial covenants and restrictions, including an adjusted consolidated net worth
threshold and a risk-to-capital ratio threshold of 23 to 1. There are no amounts outstanding related to the facility.
There were three letters of credit for approximately $1.7 m11110n outstanding under the revolving credit facility as
of December 31, 2006.

Dividends to The PMI Group . |

_ PMI’s ability to pay dividends to The PMI Group is affected by state insurance laws, credit agreements,
credit rating agencies and the discretion of insurance regulatory authorities. The laws of Arizona, PMI’s state of
domicile for insurance regulatory purposes, provide that PMI may pay dividends out of any available surplus
account, without prior approval of the Director of the Arizona Departmem of Insurance, during any 12-month
period in an amount not to exceed the lesser of 10% of policyholdets’ surplus as of the preceding year end or the
prior calendar year’s net mvestment income. A dividend that exceeds the foregoing threshold is deemed an

“extraordinary dividend” and reqmres the prior approval of the Director of the Arizona Department of Insurance.
On June 7, 2006, the Director of the Arizona Department of Insurance approved an extraordinary dividend
request of $250 million. This dividend was paid to The PMI Group in two installments of $150 million in August
of 2006 and $100 million in September of 2006, respectively, On December 14, 2006, the Director of the
Arizona Department of Insurance -approved an additional extraordinary dividend request of $250 million. In
December 2006, a $100 million installment was paid to The PMI Group in the form of a return of capital. The
second instaliment of the approved $250 million dividend is expected to be paid in the first half of 2007.

~ Other states may also limit or restrict PMI’s ability to pay shareholder dividends, For example, California
and New York prohibit mortgage insurers from declaring dividends except from the surplus of undivided profits

over the aggregate of their paid-in capual pald—m surplus and contingency reserves.

PMI’s ablhty to pay dividends is also subject to restriction under the terms of a runoff support agreement
with Allstate. Under the Allstate agreement, PMI may not pay a dividend if, after the payment of that dividend,
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PMP’s risk-to-capital ratio would equal or exceed 23 to 1. As of December 31, 2006, PMI’s risk-to-capital ratio
was 8.1 to 1 compared to 8.2 to 1 at December 31, 2005 and 8.2 to 1 at December 31, 2004. . _ .. 0. :

. . L ] , ,

In addmon to its consolidated subsmhanes The PMI Group may_in the future derive funds from its
unconsolidated equity investments, including its investment in FGIC Corporation. FGIC Corporation’s ability to
pay dividends is subject to restrictions contained in applicable state insurance laws and regulations, FGIC
Corporatlon s certificate of incorporation, a stockholders agreement between The PMI Group and other investors
in FGIC Corporation, and. covenants included, in its 6.0%. sennlr notes, Under New York .insurance law, FGIC
may pay dividends out of statutory earned surplus, provideci that, .together with all dividends declared or
distributed by FGIC during the preceding twelve months, the dividends would not exceed the lesser of (i) 10% of
policyholders’ surplus as of its last statement filed with the New. York Superintendent-of Insurance and
(i) adjusted net investment income during this period. Any. dividend distribution in excess of these requirements
would require the prior approval of the New York Superinteqderl'; of Insurance:

In addition, so long as any senior preferred stock or class B common stock issued upon-conversion of that
preferred stock is outstanding, FGIC Corporation’s cettificate of i mcorporatmn generally prohibits the payment of
dividends or other payments on any of FGIC Corporation’s capital stock, except the senior preferred stock,
without the consent of the holder of two-thirds of the outstandi g shares of that preferred stock (or the class B
common stock issued upon conversion of that preferred stock). This restriction does not apply to cash dividends
declared and paid on the class A common stock after the ninth anniversary of the closing of the FGIC
Corporation investment provided that those dividends are paid from retained earnings in excess of the amount of
FGIC Corporation’s retained earnings on the closing date of such investment, the amount of the dividends in any
fiscal year does not exceed one-third of one percent of FGIC Corporation’s stockholders’ equity and equivalent
dividends are paid on the class B cormmon stock., '

The stockholders agreement between The PMI Group and the other investors in FGIC Corporation also
restricts the payment of dividends by FGIC. The stockholders aéreement provides that FGIC will not declare or
pay cash dividends to.holders of its common stock prior to the e wlier of the fifth anmversary of the closing of the
investment and the completion of the first underwritten public bffering of FGIC Corporation’s common stock
and, in any event, that such dividends will not be paid prior t0 the redemption of FGIC Corporation’s senior
preferred stock and class B common stock. FGIC Corporation is further restricted in the payment of dividends by
the terms of its 6% senior notes, due 2034.

Consolidated Contractual Obligations

Our consolidated contractual obligations include reserves for losses and LAF, long-term debt obligations,
operating lease obligations, and purchasé obligations.' Cash paylhents related to our reserves for losses and LAE
as of December 31, 2006 shown below are based upon management’s best estimate from hlstoncal experience as
well as current economic conditions. These estimates could v stgmficantly ‘based on,”among other things,
changes to claim rates and claim sizes. Most of our purchase obllgatlons are’ capital expenditure commitments
that will be used for téchnology 1mpr0vememts Mlnlml]n’l rental ayments under non- cancelable operatmg leases
are provided in the table below " : Co

. . r .
1. . " i L 1Ty,

o Less Than . . . . 5 Years

. 1Year | 1-3Years 3-5Years or More i‘otal ’

L o | . (In thousands) ) o
Reservesforlossesand LAE . ................... '$278,49% $125.170 '$10, 083 b 90 $ 414,736
Long-term debt obligations(® e g o 31,591 105,954 58,449 841,477 - 1,037471
Operating lease obligations . .. ... e . 5,51d 8,263 5131 - 2,880 ’ :’21,784
Purchase obligations ............. P FRRETEN 1, 825 - 293 240 120 . 2,478
Total ...... . ... 5317 419‘ $239,680 $74,803 $844,567 $1,476,469

M Includes $496 6 million of principal debt aI;c; $54O 9 mtllion of .scheduled-mterest. Lot | : R S
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, Off-Balance Sheet Arrangements SRR e '

Under certain mrcumstances when we make an’ underwriting error in the’ course of providing contract
underwriting services to a customer we issue to the customer a loan 1ndemmﬁcatlon Such an indemnification is
in lieu ‘of paying ‘a monetary remedy to the customer at the time the’ underwntmg error is discovered and is
usually lssued on a loan by loan basis. While the terms of the mdemmﬁcattons vary, each indemnification
generally requires-us to reimburse the customer for ¢ertain ¢osts (excess’ of msurance Tecoverables) it"incurs as a
result of the borrower's default on the loan in question. If the indemnified loan remains current, or is repaid or
refinanced, we have no actual liability under the indemnification. As of December 31, 2006, we estimate that the
total principal balance of indemnified loans was between approximately $44 inillion and $48 million. We believe
a number of factors will cause our contingent liability, with-respect to these indemnifications to be significantly
lower than thrs amount. These factors include the following: (i) we generally only indemnify performing loans;
(ii) we- expect only a small portion of the indemnified loans to default; {iii} loans in default may not cause our
customers 10 incur losses due to home appreciation; and (iv) we expect a portion of these loans to be refinanced,
or their indemnification coverage to expire. In 2006, we paid customers $0.6 million pursuant to loan
mdemmﬁcanons compared to approximately $1.1" million in 2005. These amounts are included in our expenses
assoc1ated with contract underwriting remedies.

vy ]
i

In connection with structured finance transactions in the U.S., Europe and Australia, we are often required

to provide narrative and/or financial information relating to us and our subsidiaries to mortgage-backed securities

vissuers for inclusion'inthe relevant offering documents and the issuers’ ongoing SEC filings. In connection with

the provision of such information, we or our subsidiaries may be required to indemnify the issuer of the

mortgage-backed securities and the underwriters of the offering with respect to the information’s accuracy and
completeness and its compliance with applicable U.S. securities laws and regulations.

As part of the sale of our interest in SPS in October 2005, we and SPS’s other prior sharcholders
indemnified CSFB for spec1ﬁed liabilities relating to SPS's operations, mcludmg certain lmgatlon and regulatory
actions. This indemnification obligation could potentially reduce the monthly proceeds that we expect to receive
from CSFB .in- 2006 - through 2008. The maximum indemnification obligation for SPS's operations is
approximately - $34 million. Qur portion of this maximum obligation-is 61.4% or-$20.7 million. As of
December 31, 2006, we have a $6.4 million liability related to this indemnification obligation.

4

We have invested in ccrtam limited partnershlps with ownershtp interests greater than 3% but less than
50%. As of December 31,2006, we had committed to fund, if called upon'to do so, approximately $5.2 million
of additional equity in certain hmxted pannershlp investments. This commitment to fund is excluded from the
above table Co -

' o oo, '_ [ L . Lt e
. . ‘
. Consolidated Investmemg:
Net Investment Income
- Net investment income consists of:

e . . 2006 . . 2005 2004

{In thousands)
Fixed InCOME SECUTItEs .. . .. .. ... .\ttt aanss $151,608 $151,513 $146,057
Equity seeurities ........ e e 14,325 9,274 9751
Short-term investments . .. ........... el e, 32,332 21,397 15,389
!nvegtm_f:ntincomebeforeexpenses.........................;._l... 198,265 182,184 171,197
Investment expenses . ... .........o..uu e (2,964) (2,721) (2,588)
Net investment incor{ne ........................................ $195,301 $179,463 $168.609
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Net investment income increased in 2006 compared to 2005 primarily due to growth in our Austraiian
investment portfolios, combined with an increase in our consolidated book yield. As of December 31, 2006, our

consolidated pre-tax ‘book yleld was 5.45% compared to 5. 1894
driven primarily by interest rate increases in Australia and the U
higher yielding securities into lower yielding securities in our U.
increased from 2004 to 2005 due to growth in our investment p
which reflects a higher interest rate enwronmu:nt

Realized Investment Gains and Losses

-Realized investment gains and lossés on investments are composed of: ’

Fixed income securities: )
Gross ains . .. ...t e
Gross [08SES ...ttt e e e

Net gains (JOSS€8) . ....ovviiiiin et

Equity securities:
Gross gains ... ... i i i e
Gross losses ........ et

Netgains :.................. e e
Short-term investments: . ’
Gross gains ... .. ..ol e i
Gross I0SSeS ...ttt it it e i,

Net(losses) gains . ........c.oviiiiiiinnennennnn.
Investments in unconsolidated subsidiaries:
Gross losses .............. e

Net losses™. . ........ e

Net realized investment gains before income taxes ............
Incometaxes ....... ..

Total net realized investment gains after income taxes .

as of December 31, 2005. This increase was
S., which offset the reinvestment of maturing,

. investment portfolio. Net investment income
rtfolio and increased book yields in Australia

2006 2005 2004
(In thousands)

.............. $6102 S .857 $1910
.............. 4,274) (1,446) (6,i84)

.............. 1,828  (589) (4,274)

.............. 6835 6,707 - 6,607
............... L (2.822) (1,952) (2.551)

e 4,013 4,755 4,056

e — = 3200
............. (3,085) an (361

............. (3.085)  (17) 2,839

e — 2099 —
et — 2099 «—

...... ..., 27756 2,050 2621
............. 965) (717 (917

ORI $1,791 $1333 §$1704

Net realized gains after income taxes increased by $0.5 million in 2006 compared with 2005 primarily due

to the sales volume of fixed income securities to fund The PMI G

roup’s capital initiatives, offset by $2.8 miltion

impairment charges of shori-term investments in 2006. Net realized gains after income taxes decreased $0.4

million in 2005 compared with 2004 primarily due to $2.1 million
limited partnership agreement in 2005. .

Unrealized Invesnment Gains and Losses

[ . . . !
pre-tax realized capital loss on a private equity

The changes in net unrealized gains, net of deferred taxes, consist of:

Fixed income securities .. ......... ... .. ... iiiinunon.n.
Equity securities ... .. oot i
Investments in unconsolidated subsidiaries ..................
Short-term inVESIMENtS . ..ottt it iiee e e
Discontinued operations - APTIC . ........................

Changes in unrealized investment gains, et of deferred taxes
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2006 2005 2004
{In thousands)
............ $(24,601) $ (8,531) $ 4,006
............ 11,686 1,290 3,174
............ 8,001 (15044) 4,330
............ 2,074 (898) (3,247)
............ — —  (1,317)

........... (2,840) (23,183) 6,946




The changes in unrealized gains in 2006 and-2005 were due primarily to increases -in interest rates that
caused market value declines relative to our consolidated fixed income portfolio. The change in unrealized gains
in 2004 was due to déclines in interest'rates. As interest rates, market and other economic conditions change, we
expect the market value of the securities in our consolidated ‘investment portfolio and of our unconsolidated
equity investments to be affected. ' '

Iﬁves}‘r’ner-a} f’_o‘t"y“olio by Opermiﬁg Segment o

' . 'The following table summarizes the estimated fair value of the consolidated investment portfolio as of
‘December 31, 2006 and 2005. Amounts shown under “Corporate and Other” include the investmént portfolio of
The PMI Group, and amounts shown under “Financial Guaranty” inciude the investment portfolic of PMI -

Guaranty; =~ - v b _ | . .
" US. Mortga;ge s - .
Insurance International  Financial Corporate Consolidated
Operations Operations  Guaranty and Other Total
A , (Inthousands) ;
December 31, 2006
Fixed income securities: . .
U.S. municipalbonds . ................. $1,547,548 §  — $77,803 $13,599 " $1,638,950
Foreign governments .................. — 499,844 — — 499,844
Corporatebonds .. .................... 5,220 629,736 — 39,253 674,209
U.S. government and agencies . .......... 8,021 | — — 1,082 9,103
Mortgage-backed securities ............. 2,546 — — 2201 . 4747
Total fixed income securities ........ 1,563,335 1,129,580 77,803 56,135 2,826,853 .
" Equity securities: . ‘ L
Common stocks .............. U C 127,825 434,438 — — 162,263
Preferred stocks ............. e ., 232736 0 — 16,025 — 248,761
Total equity securities ............. - 360,561 34,438 16,025 — 411,024
Short-term investments . ................... 929 52,827 . — 1,300 55,056
Total investments . . . . . S, $1,924,825 “ $1,216,845- $93,828 $57,435 $3,292,933 .
- us. Mortgage
T " Insurance International Corporate  Consolidated
Operations Operations and Other Total
[ . .o : . . : (In thousands) - !
December 31, 2005 ’ :
Fixed income securities:
U.S. municipalbonds . ..........00ieuiiiLainn. $1.683,549 $ — $ 10,383 '$1,693932
Foreign governments. . .........., e . 525,569 —_ 525,569
Corporéte BONAS .« oo 10,810 394,255 170,967 576,032
U.S. government and agencies .. ................. 8328 — 3,311 11,639
Mortgage-backed securities .............. ... ... 3,579 o 2,844 ', 6,423
Total fixed income securities ,............... 1,706,266 919,824 187,505 2,813,595
Equity securities: '
Commonstocks ......... ... ... 114,042 27,771 — 141,813
Preferredstocks ....... ... ... ... ... . ..o, 96,588 — — 96,588
Total equity securities ................. P 210,630 27,7171 — 238,401
Short-term InVeStMents . .. .......oooeeeeeeneeeen. .. 912 24,590 116,822 142,324
Total investments .. ..........ououuu.o... $1,917,808  $972,185 $304,327 $3,194,320




Our consolidated investment portfolio holds primarily: iny
marketable fixed income and‘equity securities. At December 31
consolidated investment portfolio increased to $3.3 billion from |
was due primarily to positive cash flows from consolidated
translation rates.

In 2006, PMI obtained authorization to dividend $500 mi

estment grade securities comprised of readily
. 2006, the fair.value of these securities in our
53.2 billion at December 31, 2005. The increase
operations, and increases in foreign currency

4 o

34 v

llion to its parent, The PMI Group. PMI paid

$350 million of the dividends to The PMI Group in 2006. Due to the dividends paid in 2006 and expected to be

paid in 2007, the size of PMI's investment portfolic and corres
Insurance Operations will be reduced in 2007.

r

idated investment portfolio consists primaril

Y

.
AT o

'

Qur consol

foreign government bonds and corporate bonds. In accordance

Investments in Debt and Equity Securities, our entire investment
reported at fair value with changes in fair value re

As of December 31, 2006, 7.3% of our U.S. investmen

Insurance Operations segment, Corporate and Other segment
non-refunded municipal bonds. As a result of our investment in

to provide that no more than 15% of our U.S. investment po

municipal bonds.

The following table summarizes the rating distributions ¢

December 31, 2006.

b

onding investment income for U.S. Mortgage

St i -

I0f publicly traded muhicipal bonds, US 'a_nd
with SFAS No. 115, Accounting for Certain

portfolio is designated as available-for-sale and

¥

corded in accunpulated other comprehensive income,

t portfolio (which consists of U.S. Mortgage
!and PMI Guaranty) consists’ of EGIC-insured
FGIC, we have amended our investment policy
rifolio consists of FGIC-insured non-refunded

f our consolidated iﬁvest'r‘ne'nt‘ portfolio as of

US Mortgage

Insurance  International Financial Corporate Consolidated - :

¢~ . Operations .  Operations Guaranty and Other. - Total -

- AAAor equivalent' ........ 68.3% 60.3% 53.5% 23.9% 64.0%

- AA ...t e . 19.4% 10.3% 24.3% 56.8% *20.2%
A _’ 9.2% 16.5% 22.2% 92% . 124%-
BBB ¢ 31%. _ 3.5% — - 10.1% ) 3.3%
Below investment grade . . .. = 0.4% — —_— 0.1%

e - 100.0% 100.0% 100.0%  100.0% 100.0%

Total ...........

t

A

N £

'I.'fi'é.following table summarizes the f)}'e'-:t'éx- book yield of 0
as of December 31, 2006, 2005 and 2004,

’ - U.S. Mortgage

ir consolidated investment portfolio by
ST

¥ segment

b

Financial Corpor‘ateA Consolidated

4.04%

Insurance International
- Operations Operatiods  Guaranty and Other ... Total + . -
20060 AP .5.34% 5.72% 482%  523% ' '5M45%
o 2005 ..o 5.21% 559%  — ' 433%  5.18%
2004 O o "L 5.14% 5.56% — - 507%

K
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Debt and Equity Financing oL e ; Cy

*

As of December 31, 2006, our consolidated shareholders’ equity was $3.6 billion. The carrying value of our

long-term debt outstanding issued by The PMI Group at December 31 was as follows:
‘ “ _ .

v .. S v , ‘ . As of”

, O ) i - ~ December 31,
N o , 2006 . 2005
. _ ‘ , o . " (In thousands)
6.000% Senior Notes, due 2016 .......... e e U PR -$250,000 $§ —
6.625% Senior Notes, due 2036 ..... e e e e e . 150,000 —
5.568% Senior Notes, due November 15,2008 .. .. ... ... ... ... ........ P 45,000 345,000
6.75% Senior Notes, due November 15,2006 ................ e EO = 62950
2.50% Senior Convertible Debentures, due July 15,2021 ............. P S ‘ — 359986
8.309% Junior Subordinaiecj Debentures, due February 1,2027 ................ ..., 51,593 51,593

Total debt . .. e e $496,593 $819,529

(I Prior 10 August 10, 2006, the interest rate on these Senior Notes was 3.0%. Pursuant to- the remarketing that occurred on ‘August 10,
2006, the interest rate was increased to 5.568%.

We issued $250 million in principal amount of our 6.000% Senior Notes, due September-15; 2016 and
$150 million in principal amount of our 6.625%, Senior Notes, due September 15, 2036, in September 2006
{collectively referred to as the “Senior Notes'™). We utitized most of the proceeds from the issuance of the Senior
Notes to redeem our 2.50% Senior Convertible Debentures due 2021, as discussed further below. The Senior
Notes are payable semiannually in arrears on March 15 and September 15 of each year, beginning on March 15,
2007. The PMI Group may redeem the Senior Notes in whole or in part at any time at the “make-whole
redemption price.” The “make-whole redemption price” will be equal to the greater of (a} 100% of the principal
amount of the Senior Notes to be redeemed and (b) the sum of the present values of the remaining scheduled
payments thereon discounted to the date of redemption, on a semi-annual basis (assuming a 360-day year
consisting of twelve 30-day months), at a rate equai to the applicable treasury rate plus 25 basis points for the
6.000% Senior Notes and 35 basis points for the 6.625% Senior Notes, plus in the case of either (a) or (b), any
interest accrued but not paid to but excluding the date of redemption. In connection with the issuance of these
Senior Notes, we entered into two interest rate lock agreements which were designated as cash flow hedges. The
fair value of the cash flow hedges was settled for $9.0 million and will be amortized into interest expense. over
the terms of the Senior Notes. As of December 31, 2006, the unamortized balance in the other comprehensive
income related to these fair value hedges was approximately $8.8 million (pre-tax). The Senior Notes are
unsecured and will rank equally in right of payment with all of The PMI Group’s other existing and future senior
unsecured indebtedness. : 3 . 1 ‘

In July 2006, we commenced an exchange offer pursuant to which we offered to exchange a new series of
our 2.50% senior convertible debentures due 2021 (referred to as the “new debentures”) and an exchange fee of
$3.50 per $1,000 principal amount of debentures for. all.of our existing 2.50% senior convertible debentures due
2021 (referred to as the “old debentures”). The purpose of the exchange offer was to change certain terms of the
old debentures, including the addition of a net share settlement feature. This feature allows us to satisfy a portion
of our obligation due upon conversion of the debentures in cash, thereby reducing the dilution associated with the
conversion of the new debentures. This feature also limits the dilutive impact of the new debentures on our
diluted earnings per share. Following completion of the exchange offer in August 2006, we had approximately
$341.5 million in principal amount of our new, debentures outstanding and approximately $18.4 million in
principal amount of our old debentures outstanding. ;

In September 2006, we delivered a notice of redemption to the holders of the old debentures and the new
debentures. Holders of $3,000 principal amount of the old debentures and $339,000 principal amount of the new
debentures converted their debentures in connection with the call for redemption. On October 27, 2006, we
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ntures that were not converted for a price equal
erest: |

redeemed the $359.6 million aggregate principal amount of debe
to princtpal amount of the debentures plus accrued and unpaid int

r

The 5.568% Senior Notes relate to our issuance in November 2003 of 13.8 million 5.875% equity units
(“Equity Units”) with a stated value of $25 per unit. The Equity Units included the senior notes and purchase
contracts to purchase, no later than November 15, 2006, up to 9,050,040 shares of The PMI Group’s common
stock for.an aggregate purchase price of $345 million. In August 2006, pursuant to the terms of the Equity Units, -
we completed the remarketing of approximately $345 million it principal amount of sentor notes maturing in
November 2008, which we refer to as the 5.568% Senior Notes. As.a result of the remarketing, the annual
interest rate on the Senior Notes was reset from 3.00% per annunj to 5.568% per annum, paid quarterly, effective
from and including August 15, 2006. In connection with the remarketing, we purchased and cancelled $300
million in principal amount of the 5.568% Senior Notes, leaving|$45 million in principal amount of the 5.568%
Senior Notes outstanding after completion of the remarketing.|Pursuant to the terms of the Equity Units, a
significant portion of the proceeds of the remarketing was applied to satisfy the Equity Unit holders’ obligations
under the purchase contracts to purchase shares of our common stock upon settlement of the purchase contracts.
We issued approximately 8 million common shares on November 15,2006 in exchange for approximately $345
million, which we used to repay the bridge loan described below.

In July 2006, The PMI Group announced that its board of directors autherized a common share repurchase

program in-an amount not to exceed $400 million. The $400 milli'on'shate repurchase authorization was designed

to address the additional common shares we issued on November 15, 2006 (discussed above) under the terms of

our Equity Units. ) '
- [ . .

In’ August 2006, The PMI Group entered into an accelerated stock buyback program ‘with 'a major financial
institation pursuant to which The PMI Group agreed to purchase shares of our commion stock for an aggregate
purchase price of $345 million. Until conclusion of the progran) in the second quarter of 2007 (which may in
certain circumstances be accelerated or extended), the total number of common shares to be purchased cannot be
determined. The number of common shares to be repurchased under the program generally will be based on the
volume weighted average share price of our common stockduting the term of the program. The program’is
subject to collar provisions that establish minimum and maximum number of shares based on the volume
weighted average share price over an initial hedge period (the “Hedge Pefiod”), which concluded at the end of
September 2006. With the‘conclusion of -the Hedge Period, thLa minimum number of common shares to'be
repurchased has been set at 7.2 million and the maximum number of common shares to be repurchased has been
set at 8.2 million. As of the end of the Hedge Period, the financial institution has delivered to us the 7.2 million
minimum number of common shares. The final number of common shares that we will receive depends on the
share price of our common stock during the remaining term of the program. Pursuant to the July 2006 Board
authorization, we repurchased an additional 0.9 million shares in the fourth quarter of 2006 for $40 million for an
average price per common share of $44.11. In February, 2007, qur Board of Directors authorized an additional
common share repurchase program of $150 million. ‘ '

¢

On August 23, 2006, The PMI Group entered-into a bridge
financial institution pursuant to which we borrowed $345 millig
pursuant to any common share repurchase program we entered
affiliates, including; without limitation the common share-rep
borrowed under the bridge'loan credit agreement were repaid in N

The 6.75% Senior Notes described above relate to-our issy
principal amount of 6.75% senior notes. We repaid the Senior No
Junior Subordinated Deben_tures described above are redeemablel
2007. ' vt
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Capital Support Obligations

PMI has entered into various capital support agreements with PMI Australia, PMI Europe and PMI
Guaranty that could require PMI to make additional capital contributions to those subsidiaries for rating agency
purposes. The PMI Group guarantees the performance of PMI’s capital support obligations. In 2001, PMI
executed a capital support agreement whereby it agreed to contribute funds, under specified conditions, to
maintain CMG MT’s risk-to-capital ratio at or below 18.0 to 1. PMI’s obligation under the agreement is limited to
an aggregate of $37.7 million, exclusive of capital contributions that PMI made prior to April 10, 2001. On
December 31, 2006, CMG MTI’s risk-to-capital ratio was 12.6 to 1 compared to 12.2 to 1 as of December 31,
2005,

Cash Flows

On a consolidated basis, our principal sources of funds are cash flows generated by our insurance
subsidiaries, investment income derived from our investment portfolios and debt and equity financings by The
PMI Group as described above. It is one of the goals of our cash management policy to ensure that we have
sufficient funds on hand to pay obligations when they are due. We believe that we have sufficient cash to meet
these and other of our short- and medium-term obligations.

Consolidated cash flows generated by operating activities, including premiums, investment income,
underwriting and operating expenses and losses, were $392.4 million in 2006 compared to $385.8 million in
2005. Cash flows from operations increased due to increase in loss reserves and unearned premiums and i mcrease
in net income from continuing operations.

Consolidated cash ,ﬂows used in investing activities, including purchases and sales of investments,
investments in unconsolidated subsidiaries and capital expenditures, were $92.5 million due primarily to
increased purchases of fixed-income and equity securities, partially offset by the change in short term
investments, and distributions net of investments from unconsolidated subsidiaries. Cash flows provided by
investing activities in 2005 were $174.2 million due to the reduction in investing activity in 2005 to achieve a
higher level of liquidity to fund common share repurchases and extraordinary dividends to The PMI Group from
PML . . ,

Consolidated cash ﬂows used in ﬁnancmg activities, including purchases of common shares, procceds from
issuance of long-term debt and equity, repayment of long-term debt, and dividends paid to shareholders, were
$503.1 million in 2006 compared to $237.9 million of cash flows in 2005. The difference was due primarily to
repurchase of common shares and repayment of long-term capital instruments in 2006.
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Ratings

The rating agencies have assigned the following ratings an
subsidiaries: \

Insurer Financial Strength Ratmgs
PMI Mortgage Insurance Co.
PMI Australia ... .. .. o
PMI Europe (I

PMI Guaranty
CMG MI

.............................

Senior Unsecured Debt,

The PMI Group
Capital Securities
PMI Capital I

) Refers only to licensed insurance subsidiaries.

d outlooks to The PMI Group and certain of its

‘ Standard &

Poor's Fitch Moody's
AA AA+ Aa2
AA AA Aa2
AA AA Aal
AA AA+ Aa3
AA- AA Not Rated
AAA AAA Aaa
AAA Not Rated Aa3
. A (stable) A+ (stable) At (stable)
BBB+ (stable) A (stable) A2 (stable)

Any significant downgrades in our ratings may adversely
new business and to compete with other triple-A rated financia
financial strength ratings. Also, the shareholdérs agreement en
FGIC Corporatlon provides that The PMI Group will not ac
Corporation or cause its designees to constitute a-majority of F

the time of such action, S&P, Fitch and Moody's, as applicable;,

rating and outlook and FGIC Corporation’s then current senior

our investment in FGIC Corporation, and our ability to increase,
the future, to the extent opportunities arise to do so, depend in 11

affect FGIC’s ratings. FGIC's ability to attract
i guarantors is largely dependent on its triple-A

ered into in connection with the acquisition of
uire a majority of the voting stock of FGIC
yIC Corporation’s Board of Directors unless, at
reaffirm FGIC’s then current financial strength
nsecured debt rating and outlook. The value of
our ownership interest in FGIC Corporation in
art on The PMI Group's and PMI’s ratings and

on the views of the rating agencies with respect to any such transactions. Any downgrade in our ratings could

also negatively impact the ratings of PMI Australia, PMI Euro

place themn at a competitive disadvantage,

Determinations of ratings by the rating agencies are
macroeconomic c¢onditions,
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CRITICAL ACCOUNTING ESTIMATES .

i

“Management’s DlSCUSSlOl‘l and Analysis of Financial Condluon and Results of Operation,” as well as
disclosures included elsewhere in this Annual Report on Form 10-K. are based upon our consolidated financial
statements, which have been prepared in accordance with U.S. generally accepted accounting principles. The
preparation of these financial statements requires us 10 make estimates and judgments that affect the reported
amounts of assets and liabilities, revenues and expenses, and related disclosure of contingencies. Actual results
may differ significantly from these estimates. We believe that the following critical ‘accounting estimates
involved significant judgments used in the preparation of our consolidated financial statements. :

Reserves for Losses and LAE

We establish reserves for losses and LAE 1o recognize the liability of unpaid losses related to insured
mortgages that are in default. We do not rely on a single estimate to determine our loss and LAE reserves. To
ensure the reasonableness of our ultimate estimates, we develop scenarios using generally recognized actuarial
projection methodologies that result in a range of possible losses and LAE. Each scenario in the loss and LAE
reserve model is assigned different weightings and is based upon actual claims experience in prior years to
project the current liability. Our best estimates with respect to our consolidated loss and LAE reserves ‘were
approximately the midpoints of the actuarially determined ranges at December 31, 2006 and December 31, 2005.

Changes in loss reserves can materially affect our consolidated net income. The process of reserving for
losses requires us to forecast the interest rate, employment and housing market environments, which are highly
.uncertain. Therefore, the process requires significant management judgment and estimates. The use of different
estimates would have resulted in the establishment of different reserves. In addition, changes in the accounting
estimates are reasonably llkely to occur from period to period based on the economic conditions. We review the
judgments made in our prior period estimation process and adjust our current assumptions’as appropriate. While
our assumptions are based in part upon historical data, the loss provisioning process is complex and subjective
and, therefore, the ultimate liability may vary significantly from our estimates,

The following table shows the reasonable range of loss and LAE reserves, as determined by our actuaries,
and recorded reserves for losses and LAE (gross of remsurance recoverables) as of December 31, 2006 and
December 31,20050na segmem and consolidated basis:

. As of December 31, 2006 As of December 31, 2005

Low High  Recorded - Low . High  Recorded

: } {In millions) . . {In millions)
U.S. Mortgage Insurance Operations .............. $330.5 %4118 3$366.2 5302 5 -$391.5 | $3455
International Operations . .. ... e ... 394 64.1 - 485 159 360 233

Consolidated loss and LAE reserves . .............. $369.9 $475.9 $4147 $318.4 '$427.5 $368.8

U.S. Mortgage Insurance Operations—We establish PMI's reserves for losses and LAE based wpon our
estimate of unpaid losses and LAE on (i) reported mortgage loans in default and {ii) estimated defaults incurred
but not reported to PMI by its customers. We believe the amounts recorded represent the most likely outcome
within the actuarial ranges. -

Our best estimate of PMI’s reserves for losses and LAE is derived primarily from our analysis of PMI’s default
and loss experience. The key assumptions used-in the estimation process are expected claim rates, average claim
sizes, and costs to settle claims, We evaluate our assumptions in light of PMI’s historical patterns of claim payment,
loss experience in past and current economic environments, the seasoning of PMI's various books of business,
PMI’s coverage levels, the credit quality profile of PMI’s portfolios, and the geographic mix of PMI's business. Qur
assumptions are influenced by historicat loss patterns and are adjusted to reflect recent loss trends. Our assumptions
are also influenced by our assessment of current and future economic conditions, including trends in housing prices,
unemployment .and interest rates. Our estimation process uses generally recognized actuarial projection
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methodologies. As part of our estimation process, we also evaluatle various scenarios representing possible losses
and LAE under different economic assumptions. We established PMI's reserves at December 31, 2006 and
December 31, 2005 at the approximate’ midpoint of the actuar{al range based on, among other reasons, our

evaluation of PMI's number of delinquencies, average claim rate and average claim size.

Our increase to the December 31, 2006 reserve balance from December 31, 2005 was primarily due to
higher expected primary claim rates and claim sizes on pending delinquencies. The table below provides a

reconciliation of our U.S. Mortgage Insurance segment’s beginning and ending reserves for losses and LAE for
each of the last three years:

2006 2005 2004
By (Tn millions)
BalanceatJanuary 1 .. ... .. ... .. i $ 3455 $3386 $3253
Reinsurance recoverables ... ...t L 2.5) 24 33
Netbalance at January 1 ......... ... ... . ... .. ... ! .............. 3430 3362 3220
Losses and LAE incurred (principally with respect to defaults occurring in):
" Current year ....... e L - 2608 2470 239.]
PLOT YEATS - -« o s s e oot e e ettt L 22 63 (5.9
Totalincurred . .......... ... .. . ool | .............. 263.0 2533 2332
Losses and LAE payments (prmClpally with respect to defaults océurrlng in):
CUITENL YA . .. ...t i e in e 22.1y (9.6 (1719
PriOr YEars ... ...ttt R A (220.6) (226.9) (201.1)
" TOtal PAYMENTS . ..o\ (242.7) (246.5) (219.0)
Netbalance at December 31 .. ... ... ... ... .. o bt 3633 343.0 336.2
Reinsurance recoverables . ........... ... . i i o b 29 25 24
Balance at December 31 ... ... .. ... ... i $366.2 $3455 $ 33806

The above loss reserve reconciliation shows the components|of our losses and LAE reserve changes for the
periods presented. Losses and LAE payments of $242.7 million, $246.5 million and $219.0 million for the
periods ended 2006, 2005 and 2004, respecti ve]y, reflect amounis paid during the period presented and are not
subject to estimation. Total incurred, net of changes to prior years, of $263.0 million, $253.3 million and $233.2
million for the periods ended 2006, 2005 and 2004, respectively, are management’s best estimates of ultimate
losses and LAE and. therefore, are subject toc hange. The changes in our estimates are principally reflected in the
Josses and LAE ‘incurred line item which shows increases to incurred related to prior years of $2.2 million and
$6.3 million for the periods ended 2006 and 2005, respectively, arltd a reduction to incurred related to prior years
of $5.9 million for the period ended 2004. The table below breaks down the 2006, 2005 and 2004 changes in
reserves by particular accident years

Losses and LAE Incurred Changes in Incurred
2006 2005 2004
: . : ¥S., V5. Vs,
Accident Year . 2006 2005 2004 2003 2005 2004 2003
' (In millions)
1999 and prior ... $ — $ —= %5 — $ — $02) % (0.2) 504
2000 ... 1026 1026 1024 1036 — 0.2 (1.2)
2001 ...l AP R A . 1853 0 " 18418 18401 183.8 0.5 0.7 03
2002 ... ... e e 221.7 - 22012 2134 2041 1.5 68 93
2003 ... A e ... 2202 21716 2044 2183 . 26 132 (13.9)
2004 .. Y e 229.1. 2247 239.1 — 44 (144) — -
2005 2404 2470 — — 66 — —
2006 L. i e e - 260.8 — — — — — —
Total ...... I ST ' $22 $ 63 $(5.9)
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The $2.2 million and $6.3 millicn increases, and $5.9 million reduction in 2006,:2005 and 2004 related to
prior years, respectively, were due to re-estimations of ultimate loss rates from those established at the original
notice of default, updated through the periods presented. These re-estimations of ultimate loss rates are the result
of management’s pericdic review of estimated claim amounts in light of actual claim amounts, loss development
data or ultimate claim rates. The $2.2 millton increase in prior years’ reserves during 2006 was due primarily io
higher than estimated claim sizes on pending delinquencies, partially offset by a reduction in the incurred but not
reported estimate. The $6.3 million increase in prior years’ reserves during 2005 was due primarily to an increase
in the primary .and pool claim rates, partially offset by a reduction in the incurred but not reported estimate. The
$5.9 million reduction in prior years' reserves during 2004 was due primarily to a reduction in the incurred but
not reported estimate’and to a lesser extent our reallocation of reserves between 2003 and 2002,

The following table shows a breakdown of reserves for losses and LAE by primary and pool insurance for
the years ended:

2006 2005
. . \ . . (In thousands)
Primary insurance ...................... e e $332,900 $307,065
P(_)bl insurance . e e B 33,282 38,470

Total reserves for losses and LAE . ... ... e e N . $366,182 $345,535

" The following table shows a breakdown of reserves for losses and LAE by loans in default, incurred but not
reported or (IBNR”), and the cost to settle claims, or LAE for the years ended:

C e

! ‘ 2006 ' 2005
’ ' ’ ‘ ‘ ’ (In thousands)
Loansin default .. .. ... $319,074 $287.691
BN R e 33,300 44,665
Cost 10 settle claims (LAE) .. . .. N e . 13,808 13,179
Total reserves forlossesand LAE . ... ... ... ... .. . ... '$366,182 $345,535

To provide a measure of sensitivity on pre-tax income to changes in loss reserve estimates, we estimate that:
(i) for every 5% change in our estimate of the future average claim size or every 5% change in our estimate of
the future claim rate with respect to the December 31, 2006 reserve for losses and LAE, the effect on pre-tax
in¢come would be an increase or decrease of approximately $18 miltion; (ii} for every 5% change in our estimate
of incurred but not reported loans in default as of December 31, 2006, the effect on pre-tax income would be
approximately $2 million; and (iii) for every 5% change in our estimate of the future cost of claims settlement
expenses as of December 31, 2006, the effect on pre-tax income would be approximately $1 million.

. These sensitivities are hypothetical and should be viewed in that light. For example, the relationship of a
change in assumption relating to future average claim size, claim rate or cost of claims settlement to the change
in value may not be linear. Also, the effect of a variation in a particular assumption on the value of the loss and
LAE reserves is calculated without changing any other assumption. Changes in one factor may result in changes
in another which might magnify or counteract the sensitivities. Changes in factors such as persistency or cure
rates can also affect the actual losses incurred. To the extent persistency increases and assuming all other
variables remain constant, the absolute dollars of claims paid will increase as insurance in force will remain in
place longer, thereby generating a higher potential for future incidences of loss. Conversely, if persistency were
to decline, absolute claim payments would decline. In addition, changes in cure rates would positively or
negatively affect total losses if cure rates increased or decreased, respectively.

101




International Operafions—PMI Australia’s reserves for los

ses and LAE are based upon estimated unpaid

losses and LAE on reported defaults and estimated defaults incurred but not reported. The key assumptions we

use to derive PMI Australia’s loss and-LAE reserves include est
average.claim sizes, LAE, and net expected future claim recove

similar factors used by PML In connection with the preparatio

determined an actuarial range for PMI Australia’s reserves for 1

million to $35.9 million. As of December 31, 2006, PMI Austral
$30.4 million, which represented our best estimate. In arriving at
described above and the work performed by our actuaries. Our est
$21.9 million from PMI Australia’s reserve balance of $8.5 millic
to, among other factors, an increase in PMI Australia’s defaul
average claim sizes and claim rates.

PMI Europe establishes loss reserves for all of its insurance
swap transactions.consummated before July 1, 2003. Revenue, |
default swaps executed on or after July 1, 2003 are recognize

Europe’s loss reserving methodology contains two components:

IBNR ‘reserves are based upon factors which include, but are 1
payment reports, loss assumptions derived from pricing analys
conditions and industry information. Our actuaries calculated
December 31, 2006 of $12.7 million to $27.9 million. The primary
first loss credit default swap transactions, PMI Ei}rope’s recorded
million, which represented management’s best estimate and an
reserve balance of $14.8 million at December 31, 2005. The in
primarily due to expected higher loss severities, higher levels of
exchange rate relative to the U.S. dollar.
PMI Asia’s loss reserves at December 31, 2006 were $0.2 m
Asia’s loss reserves at December 31, 2006 of $0.2 to $0.3 million,

. The following table shows a breakdown of International O
ended: ‘

Loans in default
IBNR
Cost to settle ¢laims {LAE}

Total loss and LAE reserves

1

mates of PMI Australia’s expected claim rates,
es. These assumptions are evaluated in light of
and filing of this annual report; our ‘actuaries
sses and LAE, at December. 31, 2006, of $26.5
a’s recorded reserves for losses and LAE-were
this éstimate, we reviewed the key assumptions
imate of $30.4 million represents an increase of
n at December 31, 2005.-This increase was due
inventory in 2006 and increases in expected

. |
and reinsurance business and for credit default
sses and other expenses associated with credit

drthrough derivative accounting treatment. PMI

case 'reserves and IBNR reserves. Case and
ot limited to, our analysis of arrears and loss
es, our view of current and future economic
a range for PMI Europe’s loss reserves at
driver of this loss reserve range is our German
loss reserves at December 31, 2006 were $17.9
increase of $3.1 million from PMI Europe’s
crease to PMI Europe’s reserves in 2006 was
" defaults and an increase in the value of Euro

illien. Our actuaries calculated a range for PMI

perations’ loss and LAE reserves for the years

Sy

2006 2003
(In thousands)
..................... $41,992 $16,816
...................... 5,751 ~4,578
..................... 81l 1,908

! v

$48,554 $23,302




The following table provides a reconciliation of our International Operations segment’s begmnmg and
ending reserves for losses and LAE for each of the last three years:

2006 2005 2004
(In millions)

Balance at Janbary 1, ... ... ... ... ........ e e - $233 $262 $21.7
Reinsurancerecoverables ...... ... .. .. ... ... . . ... ... 08 (1.0 —
Netbalance atJanuary 1, ... .................. e e 225 252 217
Losses and LAE incurred (pnnmpally with respect 1o defaults occurring in): :
SCUITENt YEAT L. e 299 134 93
Prioryears ... ... 100 @1 5.2
Total incurred .. ... . e 399 4.3 4.1
Losses and LAE payments (principally with respect to defaults occurring in):
Currentyear ....................... e e e e 2.7 (1.0) (0.3
"Prior years ......... e et e e e (14.8) (3.1) (1.4
TOMl PAYIENS . . . e v et e e e et e e e e e e e (17.5) @1 (1.9)
Foreign currency translations ... ... ... . ... . i e 28 (2.9 1.3
Net balance at December 31, ... .. ..o e 477 225 252
‘R‘einsurance TECOVErablES . . ... 0.8 0.8 1.0

Balance at December 31, . ... ... $48.5 $233 3$26.2

4

The increase in total incurred of $10.0 million in 2006 relating to prior years was primarily due to our
re-estimate of expected claim sizes and claim rates for PMI Australia as a result of interest rate increases in 2006
and moderating or declining home price appreciation in 2005 and 2006. The reductions in losses and LAE
incurred relating to prior years of $9.1 million and $5.2 million in 2005 and 2004, respeciively, were primarily
due to favorable development of actual-claim amounts and adjustments to ultimate claim rates due to the strong
housing appreciation and overall economic conditions experienced in Australia over the last several years.

Investment Securities

Other-Than-Temporary Impairment—We have a formal committee review process for all securities in our
investment portfollo including a review for 1mpa|rment losses. Factors considered when assessing impairment
include: :

* adecline in the market value of a security below cost or amortized cost for a continuous period of at
*  least nine months;

» the severity and nature of the decline in market value below cost regardless of the duration of the
decline;

* recent credit downgrades of the applicable security or the issuer by the rating agencies;
» the financial condition of the applicable issuer;
.+ whether scheduled interest payments are past due; and
. whelhéf we have the ability and intent to hold the security for a sufficient period of time to allow for

anticipated recoveries in fair value.

If we believe a decline in the value of a particular investment is temporary and we have the intent and ability
to hold to recovery, we record the decline_as an unrealized loss on our consolidated balance sheet under
“accumulated- other comprehensive income” in shareholders’ equity. If we believe the decline is other-than-
temporary, we write-down the carrying value of the investment and record a realized loss in our consolidated
statement of. operations under “net realized investment gains,” QOur assessment of a decline in value includes
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management’s current assessment of the factors noted above. If that assessment changes in the future, we may

ultimately record a loss after having originally concluded that the d

The following table shows our investments’ gross unrealized

ecline in value was temporary.

osses and fair value, aggregated by investment

category and length of time that individual securities have been in a continucus unrealized. loss position, at

December 31, 2006:

- t
o

Less Than 12 Months 12 Months or More [ Total ‘
. Fair Unrealized Fair Unrealized Fair . * ), Unrealized
Value Losses Value Losses Value Losses
(In thousands)
Fixed income securities: ‘ }
U.S. municipal bonds .......... $ 66825 § (246))$ — $§ — $ 66,825 § (246)
Foreign governments ........... 415,096 (6,171 7,189 '(372) 422,285 (6,543)
Corporatebonds . .............. 523,021 (7,232) 36,952 (678) 559,973 (7,910
U.S. government and agencies ... - 950 (3t 373 (8) 1,323 (1D
Total fixed income AL
securities . ............. 1,005,892  (13,652)| 44.514 (1,058) . 1,050,406 -(i4,710)
Equity securities: o
Commonstocks ............... 6,073 (293) - — 6,073 (295)
Preferred stocks ............... 5489 (55) — — 548 7 (55)
Total equity securities . ... .. 11,562 (350) — — 111,562 _l (350)
Total ................ $1,017,454  $(14,002)) $44,514  $(1,058) $1,061,968 $(15,060)

e

Unrealized losses on fixed income securities were primarily due to an increase in interest rates in-2006 and
are' not considered to be other-than-temporarily impaired as we have the intent and ability to hold such
investments until they recover in value or mature. The remainiﬂg- unrealized losses did not meet the criteria
established in our policy for determining other-than-temporary impairment, and as such, were not considered

impaired. We determined that the decline in the market value of cé
investment portfolio met the definition of other-than-temporary
$6.2 million and $0.6 million in 2006 and 2005, respectively.

The following table provides the composition of* fixed i
December 31, 2006 in relation to the total of all fixed income sec
maturities.

Due in one year or less
Due after one year through five years
Due after five years through ten years
Due after ten years
Mortgage backed securities

Total fixed income securities

Revenue Recognition

We generate a significant portion of our revenues from mortg
annual or single payment basis. Premiums written on a monthl
Premiums written on an annual basis are earned on a monthly pro

rtain fixed income and equity securities in our
mpairment and recognized realized losses of
! S . i

icome ‘securities” with an unrealized loss "at
curities with an unrealized loss by contractual

Percent of

Percent of Number

Market Unrealized of
Value Loss |  Ttems

........... 2.8% 0.6% 18
............. 201%,  394% 139
........... 168% = 484% 94
..... 60:1%~ 11.6% 58
........... 02%  00% 3
100.0%  1000% 312

L .

rage insurance premiums on either a monthly,
y basis are earned as-coverage is provided.
-rata basis over the year of coverage. Primary

mortgage insurance premiums written on policies covering more than one. year are referred to as single
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premiums.' A portion of revenue on single premiums is recognized in premiums earned in the current period, and
the remaining portion is deferred as unearned premiums and earned over the expected life of the policy. If single
premium policies related to insured loans are cancelled due to repayment by the borrower, and the premium is
non-refundable, then the remaining unearned premium related to each cancelled policy is recognized to earned
premiums upon notification of the cancellation. The earnings pattern for single premium products is based on a
range of seven'to fifteen years, and the rates used to determine the earnings of single premiums are estimates
based on ‘actuarial analysis of the éxpiration of risk. Single premiums written accounted for 20.7%, 21.5% and
19.0% of gross premiums written in 2006, 2005 and 2004, respectively, and came predominantly from PMI
Australia in our International Operations segment. The premium earnings process generally begins upon recéipt
of the initial premium payment. The premiums earnings pattern methodology is an estimation process and,
accordingly, we réview the premium earnings cycle for each policy acquisition year (“Book Year”) annually and
any adjustments to these estimates are reflected for each Book Year as appropriate. '

Deferred Policy Acquisition Costs

Our policy acquisition costs are those costs that vary with, and are primarily related to, our acquisition,
underwriting and processing of new mortgage insurance policies, including contract underwriting and sales
related activities. To the extent that we are compensated by customers for contract underwriting, those
underwriting costs are,not deferred.. We defer policy acquisition costs when incurred and amortize these costs in
proportion to estimated. gross profits for each policy year by type of insurance contract (i.e. monthly, annual and
single premium). The amortization. estimates for each underwriting year are monitored regularly to reflect actual
experience and any changes to persistency or loss development by type of insurance contract. The rate of
amortization is not adjusted for monthly and annual policy cancellations unless it is determined that the policy
canceliations are of such magnitude that the recoverability of the deferred costs is not probable. Generally, in
order for policy cancellations to create an impairment of policy acquisition costs related to our monthly and
annual products, we estimate that, due principally to scheduled amortization, our annual cancellation rate would
need to exceed 60% before it would become probable that deferred policy costs associated with PMI's monthly
and annual premium policies would not be recoverable. Since 1993, PMI's highest annual cancellation rate was
56%, which occurred in 2003. No impairment for monthly or annual policies was recognized for that year. The
deferred costs related to single premium policies are adjusted as appropriate for policy cancellations to be
consistent with our revenue recognition policy. We review our estimation process, specifically related to single
premium policies, on a regular basis and any adjustments made to the estimates are reflected in the current
period’s consolidated net income. Deferred policy acquisition costs are reviewed periodically to determine that
they do not exceed recoverable amounts, after considering investment income. :

Share-Based Compensation

Effective January 1, 2006, we adopted the provisions of, and account for share-based compensation in
accordance with SFAS No. 123R. We elected the modified-prospective method, under which prior periods are
not revised for comparative purposes. Under the fair value recognition provisions of this statement, share-based
compensation cost is measured at the grant date based on the fair value of the award and is recognized as an
expense over the requisite service period, which is generally the vesting period. '

We currently use the Black-Scholes option pricing model to determine the fair value of stock options and
employee stock purchase plan shares. The determination of the fair value of share-based ‘payment awards on the
date of the grant using an option-pricing model is affected by our share price as well as assumptions regarding a
number of complex and subjective variables. These variables include our expected share price volatility over the
expected term of the awards, actual and prOJecled employee stock option exermse behaviors, the risk-free interest
rate and cxpected dividends.

- We aggregate similar groups of employees with respect to exercise and post-vesting employment-
termination behaviors for our option pricing model assumption estimation process. We estimate the expected
term of options granted by analyzing historical exercise and post-vesting behavior of employees for similar stock

¥
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option grants. Expected volatility is estimated using the historical volatility of our common share price over the
expected term of the options. If new or different information -that would be useful in estimating expected
volatility becomes available, we may incorporate that information into future estimates. We consider expected
changes of future dividend policy for selection of expected dividends. The risk-free interest rate that we use in
the option pricing model is based on the U.&. Treasury zero-coupon yield curve with remaining terms similar to
the expected terms on the options. We are required to estimate. forfeitures at the time of grant and revise those
estimates in subsequent periods if actual forfeitures differ fr(;m those estimates. We use historical data to
estimate pre-vesting option forfeitures and record share-based. c?mpensauon expense only for those awards that
are expected to vest. Stock option awards are amortized using the accelerated-method.

e

o ! o * .
stimating stock-based compensation expense in
the future periods may differ significantly from

ur consolidated net income and net income per

If factors change and we ernploy different assumptions for €
future periods or if we decide to use a different valuation modei,
what we have recorded in the current period and could affect o
share.

St i H

The Black-Scholes option-pricing model was developed for use in estimating the fair value of traded options
that have no vesting restrictions and are fully transferable, characteristics not present in our option grants.
Existing valuation models, including the Black-Scholes and lattice binomial models, may ﬁqt provide reliable
measures of the fair value of our share-based compensation. Congequemly, there i§ @'Tisk that-our estimates of the
fair values of our share-based compensation awards ‘ony the grant dates may bear little resemblance to the actual
values related upon the exercise, expiration, early termination or|forfeiture of those share-based payments in the
future. Certain share-based payments, such as employee stock options, may expire worthless or otherwise result

in zero-intrinsic value as compared to the fair values originally
financial statements. Alternatively, Value'm:ly be realized from
than the fair values originally estimated on the grant date an
currently is no market-based mechanism or other practical applicc
estimates stemming from these ‘valuation models, nor is there a
actual values. ‘

1’
. 0

estimated on the grant date and reported in our
those instruments that are significantly higher

d reported in our financial statements. There

tion to verify the reliability and accuracy of the
means to compare and adjust the estimates to
t ] : . ’ .

[ o

1

I

The guidance in SFAS No. 123R is relatively new. The application of thesé principles may be subjéct to

further interpretation and refinement over time. There are signific
available and are used by vartous companiés. There is a possibili
in the future. These differences may result in a lack of consisten
the fair value estimate of share-based payments. It may also
companies that use different models, methods and assumptions.

FASB Project -

In 2004, the SEC staff reviewed the accounting pracuce*
guaranty inddstry companies and upon noting various differences|i
Accounting Standards Board (“FASB”) Staff to review and poten
guidance. As noted in the minutes of its June 8, 2005 meeting, th

nt differences among valuation niodels that are

fy that we will adopt-different valuation-models
cy in future periods and could materially affect

result in a lack of comparability with other

[

, for loss reserves of publicly held financial
in accounting pracnces requested the Financial
tially clarify the appllcable existing accounting
e FASB agreed to consider whether additional

accounting guidance is necessary for the financial guaranty industry as, well as other insurance products with

similar characteristics, such as mortgage guarantee contracts and

On January 2, 2007, the FASB |ssued a project summary a
Financial Guarantee Insurance ErOJecl is expected to be issued in

Board decided to exclude mortgage guarantee insurance and cre
interpretation. It is possible that, due to the proposed interpretatiq
required to change certain aspects of their accounting for loss rese

redit insurance.

nd stated that a proposed interpretation on the
the first quarter. of 2007. In addition, the FASB
dit insurance from the scope of the p_roposed
m, FGIC, RAM Re and PMI Guaranty may be
rves, premium income and deferred acquisition

costs. It is not possible to predict the impact, if any, FASB’s or the SEC’s review may have on our consolidated

results of operations, financial condition or-cash flows or those of
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ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK: Lo

As of December 31, 2006 and 2003, our consolidated investment portfolio was $3.3 billion and $3.2 billion,
respectively. The fair value of investments in our portfolio is calculated from independent market quotations, and
is interest rate sensitive and subject to change based on interest rate movements. As of December 31, 2006,
85.8% of our investments. were long-term fixed income securities, including U.S. municipal bonds, U.S..and
foreign government bonds, corporate bonds and mortgage-backed securities. As interest rates fall, the fair value
of fixed income securities generally increases, and as interest rates rise, the fair value of fixed income securities
generally decreases. The following table summarizes the estimated change in fair value and the accounting effect
on comprehensive income (pre-tax) for\our consolidated investment:portfolio based upon specified changes in
interest rates as of December 31, 2006: :

Estimated Increase -

T -’ (Decrease) in *
Fair Value
(Dollars in thousands)
300 basis pointdecline ........... ... ... .. ... ... ... .. $ 325,644
200 basispointdecline ....... .. ... e $ 233,281
100 basis pointdecline ............. ... ... i, 5 130,305
100 basis point rSe . ...ou vttt i e et $(120,211)
200 basis POINTTISE ... ..ottt ettt i i e $(302,624)
300 basis POINLTISE L ..\ttt ettt ie et et neeens $(472,528)

These hypothetical estimates of changes in fair value are primarily related to our fixed-income securities as
the fair values of fixed-income securities generally fluctuate with increases or decreases in interest rates, The
weighted average option-adjusted duration of our consolidated investment portfolio including cash and cash
equivalents was 4.5 as of December 31, 2006, and we do not expect to recognize any adverse impact to our
consolidated financial condition, net income or cash flows, based on the above projections.

As of December 31, 2006, $966.3 million excluding cash and cash equivalents of our invested assets was
held by PMI Australia and was predominantly denominated in Australian dollars. The value of the Australian
dollar strengthened relative to the U.S. dollar to 0,7886 U.S. dollars at December 31, 2006 compared to 0.7328 at
December 31, 2005. As of December 31, 2006, $£191.7 million, excluding cash and cash equivalents of our
invested assets were held by PMI Europe and were denominated primarily in Euros and the remainder in British
Pounds Sterling. The value of the Euro appreciated relative to the U.S. dollar to 1.3199 U.S. doilars at
December 31, 2006, compared to 1.1849 at December 31, 2005. See Item 7: Management's Discussion and
Analysis of Financial Condition and Results of Operations, Liguidity and Capital Resources.
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ITEM 8. FINANCIALSTATEMENTS AND SUPPLEMENT
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2004
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting as defined in Rules 13a-15(f) and 15d-15(f) under the Securities Exchange Act of 1934, Our internal
control over financial reporting is designed to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of our consolidated financial statements for extemal purposes in accordance with
U.S. generally accepted accounting pnnc1ples Our internal control over financial reportmg includes policies and
procedures that: ‘ .

1

* Pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of our assets;

* Provide reasonable assurance that Lransacnons are recorded as necessary to permit preparation of -
consolidated financial statements in accordance with U.S. generally accepted accounting principles, and
that our receipts and expenditures are being made only in accordance with authorizations of our
management and directors; and '

*  Provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use
or disposition of our assets that could have a material effect on our consolidated financial statements.

Because of its inherent. limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate, ~ - ¢

Management assessed the effectiveness of our internal control over financial reporting as of December 31,
2006. In making this assessment, management used the criteria set forth by the Committee of Sponsonng
Organizations of the Treadway Commission (COSQ) in Internal Comrol——lntegrated Framework

o
1

Based on management’s assessment and those criteria, management has concluded that we maintained
effective internal control over financial reporting as of December 31, 2006.

Our independent registered public accounting firm has issued an audit report on management’s assessment
of our internal control over ﬁnancml repomng That report appea.rs below in this Ttem 8.

Vi

te
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REPORT OF- INDEPENDENT. REGISTERED PUBLICvACCd_UNTING‘ FIRM

The Board of Directors and Shareholders of The PMI Group, Inc:. oo : -

' 'We have audited the accompanying consolidated balance sheets of The PMI Group, Inc. and subsidiaries
(the Company) as of December 31, 2006 and 2005, and the rél'a}éd consolidated statemients of operations,
shareholders’ equity, and cash ﬂows for each of the three year in the peridd ended December 31, 2066 Our
aidits also included the'financial statement schedules listed'in the Index at Item 15(a). These financml stateménts
and schedules are the responsibility of the Company’s management. Our responsibility is to express an opinion
on these financial statements and schedules based on our audits. |, - .

o

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and inerform the'audit to obtain reasonable assurance
about whether the financial statements dre free of material ‘misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts ‘and “disclosures in thé financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion. L : ) '

In our, opinion, the financial statements referred to, aboYe present fairly, in all material respects, the
consolidated financial position of The PMI Group, Inc. and subsidiaries at December 31, 2006 and 2005, and the
consolidated results of. their operations and their cash flows for each of the three years in the period ended
December 31, 2006, in conformity with U.S. generally accepted |accounting principles. Also, in our opinion, the
related financial statement schedules, when considered in refation to the basic financial statements taken as a
whole, present fairly in all material respects the information set fbrth therein.

. .
LN P . .o ‘ 4

As of December 31, 2006, the Company adopted FASB Statement No. 123(R), Share-Based Payment, and
FASB Statement No. 158, Employers' Accounting for Defined Benef t Pension and Other Postretirement Plans,
an amendment of FASB Statements No. 87, 88, 106 and 132(R).{These -matters are further described in Notes 15
and 16 to the consolidated financial statements, . - I

We also have audited, in accordance with the standards of the Public Company Accounting Oversight' Board
{United States), the effectiveness of the Company’s internal con{rol over financial reporting as of December 31,
2006, based on criteria established in Internal Comrol—Integlrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission and our report dated February 26, 2007 expressed an
unqualified opinion thereon. *

/s/ Emst & Young LLP

February 26, 2007
Los Angeles, California
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM ON INTERNAL
CONTROL OVER FINAN CIAL REPORTING

The Bo_ard of Dtrectors and Shareholders of The PMI Group, Inc

We have audned management’s assessment, included in the accompanying report from management, that
Thé PMI Group, Inc. maintained effective internal control over financial reporting as of December 31, 2006,
based on criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsonng
Orgamzatlons of the Treadway Commission (the COSQ criteria). The PMI Group, Inc.’s management is
vresponmble for maintaining effective internal control over ﬁnancral reporting and for its assessment of the
effectiveness of internal control over financial ‘reporting. ‘Our respons1b111ty is to express an oprmon on
management § assessment and an opinion on the effectiveness of the’ company $ mternal control over ﬁnancnal
repomng based on our audit.

4 .We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all material respects. Our
audit included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances, We beheve that our audit provides a
reasonable basis for our opinion. . - - ) - C

A company’s internal control over financial reporting 1s a process designed to provnde reasonable assurance
regarding the reliability of financial reportmg and the preparation of financial statements for éxternal purposes in
accordance with generally accepted accounting principles. A company’s internal ¢ontrol over financial reporting
includes' those policies and procedures that (1) pertain to the maintenance of records- that; in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
w1th _generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or ‘timely detection of ‘unauthorized acquisition, use, or disposition of* the
company’s assets that could have a material effect on the financial statements. _ S ,

Because of its, mheren[ limitations, internal control over financial reporting may not prevent or detect
rmsstatements Also projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with' the
policies or procedures may deteriorate,

' .
' . . . . . N

In our opinion, management’s assessment that The PMI Group, Inc. maintained effective internal .control
over financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on the COSO
criteria. Also, in our,opinion, The PMI Group, Inc. maintained, in all material respects, effective 1ntemal control
over financial reporting as of December 31, 2006, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting 0versight Board
(United States), the 2006 consolidated financial statements of The PMI Group, Inc. and our report dated
February 26, 2007, expressecl an unqualified opinion thereon. o ’

/s Ernst & Young LLP

February 26, 2007
Los Angeles, California
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THE PMI GROUP, INC. AND SUBSIDIARIES -
CONSOLIDATED STATEMENTS OF OPERATIONS -

REVENUES . . _
Premiums eamned . . . ..o vun it
Net investmentincome .....................

Equity in earnings from unconsolidated subsidiaries ........... _

Net realized investment gains ...............cooooive. ..
Realized capital loss on equity investment held for sale ... ... ..
Otherincome . ... ... . i e

Total Tevenues ... ........v v eiirrnnnenans

LOSSES AND EXPENSES

Losses and loss adjustment expenses ......................
Amortization of deferred policy acquisition costs ........ S
Other underwriting and operating expenses ........... I
Net costs to exchange and extinguish long-termdebt ..........
Litigation (recovery) settlement ..........................
Interest @Xpense . . ... ... i i e

_ Total losses énd' EXPENSES . ... ...

Income from continuing operations before income taxes .......
Income taxes from continuing operations . .. ... e

Income from continuing operations after income taxes .. 7. .

Income from discontinued operations before income taxes .. . ...
Income taxes from discontinued operations .................

Income from discontinued operations after income taxes . . ..

Gain on sale of discontinued operations, net of income taxes of
16,536 .. e e

NETINCOME . oo

PER SHARE DATA '
Basic:
Continuing operations . .............cviiiiarcnnnen..
Discontinued operations ............... ... ...
(ain on sale of discontinued operations ... .. ... DR

Basic net income ........ e, ]

Diluted:
. Continuing operations ................ S

Discontinued operations ...............c.oviiiiao.n -

Gain on sale of discontinued operations ........ e e

Diluted netincome . ... ............ ... ... ....

See accompanying notes to consolidatec
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Year Ended December 31, -

2006

2005

- 2004

(Dollars in thousands, except share and per share data)

$ 860,530  $ 817,602 ' § 770,309
195,301 179,463 168,609
127,309 97,885 83,554
2,756 2,050 2,621

- — (20,420)
20,141 20,783 33,473

1,206,037 1,117,783 1,038,236
302,936 257,779 237,282
68,358 74,387 85.216
237,768 213,649 204,695

2,044 — —
(2,839) — (2,574)
38,055 31,137 34,626
646,322 576,952 559,245
559,715 540,831 478,991
140,064 131,662 112,459
419,651 409,169 366,532
— — 5,756

— — 3,798

_ —_ 29,003

$ 419,651 $ 409,169 $ 399,333

$ 485 $ 446 $ 384

S = — <004

— — 0.30

$ 485 § 446 $ 418

$ 457 - % ., 410 $§ 355

L — 0.04
_ — 0.28
$ 457 $ 410 $ 387

i financial statements.




ASSETS B )

Investments—available-for-sale, at fair value: '
Fixed income secunities ... ... ... .. . .00t
Equity securities:
.Common ........... S

Total investments . . . .. P B T

Cash and cash equivalents . .. .. e el P, s
Investments in unconsolidated subsidiaries ........................
Related party receivables .................. [
Accrued investment income . ............ e e
Premiums receivable . .. ... SR U PR
Reinsurance receivables and prepaid premiums . ....................
Reinsurance recoverables ......... ... ... ... . . 0., e
Deferred policy acquisition costs |, . ... e e e
Property, equipment and software, net of accumulated depreciation and

CTAMOTHZALON . . oottt e i e
Other assets ... ..o e

LIABILITIES

Reserve for losses and loss adjustment expenses ....................
Unearned premiums ... ... .. it i e
Long-termdebt ..... ... ... . . . e
Reinsurance payables . ... ... . . . .
Related party payables ...... e e e
Liability for penmon and other postretirement beneﬁts ...............
Deferred income MAKES © e e e

Commltments and contmgenmes (Note 13)

SHAREHOLDERS’ EQUITY

Preferred stock—3$0.01 par value; 5,000,000 shares authorized; none
issuedoroutstanding . ......... ... .o

Common stock—3$0.01 par value; 250,000,000 shares authorized;

119,313,767 and 111,336,954 shares issued; 86 747,031 and 88,713,377

sharesoutstanding ... ... ... ... i )

Additional paid-in capital ..7.... ... 00 R
Treasury stock, at cost (32,566,736 and 22,623 S77 shares) ....:......
Retained €armings ............coutrininiie i
Accumulated other comprehensive income, net of deferred taxes ... ....

Total shareholders’ equity ................. e

Total -iiabiliﬁes and shareholders’ equity .......... :

o - THE PMLGROUP, INC. AND SUBSIDIARIES
' ' " -~ CONSOLIDATED BALANCE SHEETS

As of December 31,

2006

2005

$ 2,826,853

{Dollars in thousands, except per share data)

$2,813,595

See accompanying notes to consolidated financial statements.
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162,263, 141,813
248,761 96,588
55,056 142,324
3,292,933 3,194,320
457,207 595,112
1,100,387 .- . 984,925
714 2,864
45232 43,707
64,524 56,810
21,574 27,060
3,741 3278 .
87.008 86,170
174,128 186,929
_ 72698 _ 72961
$ 5,320,146 $5,254,136
$ 414,736 $ 368,841
520,264 490,899
496,593 819,529
42,518 54,409
1,744 1,898 -
18,573 22919
112,993 101,837
_ 144135 _ 163014
1,751,556 2,023,346
1,193 1,114
858,188 466,474
(1,164,214) (652.957)
3,609,343 3,207,737
264,080 208,422
3,568,590 3,230,790
$ 5,320,146 $5,254,136

-
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THE PMI GROUP, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,
2006 1005 2004
. (Dollars In thousands)
CASH FLOWS FROM OPERATING ACTIVITIES -
o T T $419,651 $409,169 3§ 399,333
Income from discontinued operations, net of INCOME AXES ... ... .. . ittt e — —_ {3.798)
Gain on sale of discontinued operations, net of INCOME TAXES ... vt iiiuit et i e — —  (29,003)
Net income from continuing operations ..............: e e e e 419,651 409,169 366,532
Adjustments to reconcile net income from continuing operations to net cash provided by operating activities: ' A
Equity in eamings from unconsolidated subsidianies . ... .. .ot oie e e e (127,309) (97.885) {83.554)
Net realized investment gains ............... e e e e e el (2.756) (2,050) (2,621)
Realized capital loss on equity investment held forsale ... ... .. .. . i e — — 20,420
Depreciation and aMOMIZAON ... .. ... . e e ey 31.837 28,591 19,618
Deferred HICOME LAXES . . o oyt i ettt vttt e et et e e b e e e e e e ey 11,156 {11,776} 14,464
Compensation expense related to stock options and employee stock purchaseplan ... ... . ... . coviainn, 12,152 - —_
Excess tax benefits on the exercise of employee stock options ... ... ... . .. . it (1.281) —_ —_
Policy acquisition costs incurred and delferred . oo ... e e e e {69,196) (68,119) *  (75,580)
Amortization of deferred policy acquisition €osS . . ... ... . it i e e s 68,358 74,387 - 85,216
Net costs to exchange and extinguish long-termdebt ... ... . . o e e 2,044 — -
Changes in: .
Accrued investment income . (1,525) 1,370 (5.890)
Premiums receivable ., .. .. . 000 e e (7.714) 2,701 2,571 °
" Reinsurance receivables, and prepaid premiums net of reinsurance payables . ..., ..o il (6,405) 10,556 12,357
Reinsurance recoverables ... ., . i e e e (463) 127 (130)
Reserve for losses and loss adjustment expenses ..............ccueenunn, e R 45,895 3,994 17,908
Uneamed PrEMIUMS ... ..o e e e e ' 29,365 6,084 15814
Liability for pension and other postretirement benefits . ...... ... ... . . i i (4,346) 6,145 184
Income 1aXes Payable .. ... .. e e e, P (7.319) (3.895) (334)
L 233 26,404 3542
'Net cash provided by operating activities . . ... ... ... . .. L i 392,377 385,803 390,517
CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from sales and maturities of fixed income securities .. ...... ... o 764,213 488,311 583,264
Proceeds from sales of equity SECUTILIES .. ... ... . . .t e e 61,456 95,096 65,802
Proceeds from sale of equity investment held forsale . ... .. .. iuiuin i L 14,184 98,846 —
Proceeds from sale of wholly-owned title insurance subsidiary L — — 115,063
Investment purchases:
Fixed IMeOme SeCumIes . ... .ttt et e e e e e (811,371)  (391,186)  (944,768)
Equity SEcurities ..., ... o et eae s (212,204) (87,333) (69.602)
Net change in short- Lo InVesIMIGIIS . ... oottt ittt ettt et e e e e e 87,763 (15,004)  (106,695)
Distributions from unconsolidated subsidiartes, net of investments ’ 19,847 « 6.662 (1,445}
Net change in related panty receivables .. ... ... .t it e e e PN . 1,920 15,575 (11,142}
Capital expenditures and capitalized software. net of dispositions . ... ....... . .t iit it (18,251) (36.744) (33.676)
Net cash (used in) provided by continuing 0perations ................c0iivriiieiiiriierairaninn s (92,533) 174,223 {403,199)
Net effect of discontinued operations ..................... e e e e e . — — (8.617)
Net cash (used In) provided by investing activities ... ............ccovviierirrnine... e . (92,533 174,223 (411,816)
CASH FLOWS FROM FINANCING ACTIVITIES . 1 L e
Net proceeds from issuance of long-termdebt .. .. ... . .. .. . e 385,993 —_ —
Net repurchase 0f senior DOIeS .. ... . et e e e e e (298,768) — (14)
Extinguish and repayment of long-term debt, net of expenses (425,318 — —
Proceeds from issuance of common shares ... .. ... . L e 345.000 — —_
Purchase of treastry S10CK . . ...ttt i i e e e (535,000  (250,002) (99.,998)
Proceeds from issuance of RASUNY SIOCK . .. ... ot ittt e 41,728 29,879 36,325
Excess tax benefits on the exercise of employee stock options 1,281 - —_
Dividends paid 1o shareholders ... ...t ittt e e e e e e (18,045) {17,795) (15,738)
Net cash used in flnancing activities . ... e (503,149)  (237,918) (79,425)
Foreign currency transiation adjustment increase (decrease) . ............ ... ... i i i 65,400 (55,033) |, 31,665
Net (decrease) increase in cash and cash equivalents (137,905) 267,075 (69,059)
Cash and cash equivalents at beginnlng of year .., ............ ' 595,112 328,037 397,096
Cash and cash equivalents atend of year . ... ... .. ... i i i e e T U$457,207  $595112  § 328,037
SUPPLEMENTAL CASH FLOW DISCLOSURES:
Cash paid during the year; .
Interest paid . ... . e e et e 3 34341 $ 30,157 $ 30533
Income taxes paid, netof refunds . ..., ... e e e $129,137 $ 68566 $ 55739
Non-cash investing and financing activities:
Capital lease obligations . ... .. . .. i e e e $ — 3 139§ 1442
SPS Holding Corp. net non-cash proceeds from sale of equity investment held forsale . ..........,..... e $ — % 968 .5 —
5PS Holding Corp. receivable converted 16 investment in unconsolidated subsidiary ... ................... .. % - — 7§ 20,543

See accompanying notes to consolidated financial statements.
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THE PMI.GROUP, INC. AND S
NOTES TO CONSOLIDATED FINAN(

NOTE 1. BASIS OF PRESENTATION

The accompanying consolidated financial statements includ
PMI Group” or “TPG”™), a Delaware corporation and its direct and
"PMI Mortgage Insurance Co., an Arizona corporation, and its affil
companies (collectively “PMI”); PMI Mortgage Insurance Lt

UBSIDIARIES
CIAL STATEMENTS

¢ the accounts of The PMI Group, Inc. (“The
indirect wholly-owned subsidiaries, including;
iated U.S. mortgage insurance and reinsurance
i and its holding company, PMI Mortgage

Insurance Australia (Holdings) Pty Limited (collectively “PMI Australia™); PMI Mortgage Insurance Company
Limited and its holding company TPG Reinsurance Compapy Limited, the Irish insurance companies
(collectively “PMI Europe”); PMI Mortgage Insurance Asia Ltd. (“PMI Asia™); PMI Guaranty Co.
(“PMI Guaranty™), which was formed in 2006; and other insuran&e, reinsurance and non-insurance subsidiaries.
The PMI Group and its subsidiaries are collectively referred to as the “Company.”™ All material intercompany

transactions and balances have been eliminated in the consolidated

In 2006, the Company formed PMI Guaranty, a wholly-o
»PMI Guaranty received its certificate of authority from the New J
Juiy 2006 and began operations in the fourth quarter of 2006. PMI
Fitch Ratings, AA by Standard & Poor’s and Aa3 by Moody’s Int
markets for  AA-rated financial guaranty insurance, financi
enhancement products and services.

" The Company has a 42.0% equity ownership interest in
Financial Guaranty Insurance Company (collectively *“FGIC™)
insurance company. The Company also has equity ownership int
CMG Mortgage Reinsurance Company and CMG Mortgage As

financial statements.

wned surety company based in New Jersey.
ersey Department of Banking and Insurance in

Guaranty’s financial strength is rated AA+ by
vestors Service. PMI Guaranty competes in the
al guaranty reinsurance arid- related credit

FGIC Cotporation, the holding company of

a New York-domiciled financial guaranty
erests in CMG Mortgage Insurance Company,
surance Company (collectively “CMG MI"),

which conduct residential mortgage insurance business for credit unions. The Company also has equity
ownership interests' in RAM Holdings Ltd., the holding company of RAM Reinsurance Company, Ltd.
(collectively “RAM. Re™), a financial guaranty reinsurance company based in Bermuda. The Corﬁpany also has
ownership interests in several limited partnerships. In addition,| the Company owns 100% of PMI Capital I
(“Issuer Trust’), an unconsolidated wholly-owned trust that privately1 issued debt in 1997, As of December 31,
2003, the Company deconsolidated PMI Capital 1 upon adoption of Financial Accounting Standards Board
(“FASB”) Interpretation (“FIN") 46, Consolidation of Variable Interest Entities, which provides guidance on
identifying and assessing interests in variable interest entities to determine if consolidation or deconsolidation of
that entity is required. _ » ’ ’

On October 4, 2005, the Company sold to Credit Suisse First Boston (USA), Inc. (‘l‘CSFB”) its equity
ownership interest in SPS Holding Corp. (“SPS™), whose subsidiagy, Select Portfolio Servicing, Inc., is a servicer
of single-family residential mortgages. The Company received cagh payments of $98.8 million for its holdings in
SPS at the initial closing and will receive additional monthly cakh payments through the first quarter of 2008
from a residual interest in mortgage servicing assets with an estimlated fair value at closing of $20.7 million. The
Company has received cash payments of approximately $14.2 million during the year ended December 31, 2006
from the residual intérest{ in SPS mortgage servicing assets. As ¢f December 31, 2006, the remainiflg carrying
value -of this residual interest was $2.2 million. The Company and SPS’s other former shareholders agreed to
indemnify CSFB for certain liabilities relating to SPS’s operations. As of December 31, 2006, the Company has
recorded a liability of $6.4 million with respect to this indemnification.

NOTE 2. . SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES -

The consolidated financial statements have been prepared
accounting principtes (“GAAP”) and the requirements of Form

in accordance with U.S. generally accepted
10-K and Article 7 of Regulation S-X. The
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THE PMI GROUP, INC. AND SUBSIDIARIES °©
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continited)

preparation of financial statements in conformity with GAAP requires management. to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets- and
liabilities at the date of the consolidated financial statements, as well as the reported amounts of revenues .and
expenses during the reporting period. Actual results could differ from these estimates. In the opinion:, of
management, all adjustments, consisting only of normal recurring adjustments, considered necessary for a fair
presentation, have been included.

- Risks and Uncertainties—The Company is dependent upon mortgage originators to provide mortgage loans
to insure, In the event any of its largest customers choose to stop providing the Company with mortgage loans to
insure, the Company’s ability to generate new insurance business could-be adversely affected. The Company’s
U.S. Mortgage Insurance Operations’ ten largest customers generated 43.9%, 42.8% and 42.0% of'its premlums
earned in 2006, 2005 and 2004, respectively.

The Company’s various U.S., Australian, European, and Asian insurance subsidiaries are subject to
comprehensive regulation. These regulations are.generally intended -to protect policyholders, rather than to
benefit investors, Although their scope varies, applicable laws and regulations grant broad powers to supervisory
agencies or officials to examine companies and to enforce rules or exercise discretion touching almost every
significant aspect of the insurance business.' The licensing of the Company’s insurance’ subsidiaries,” their
premium rates, their forms and .policies offered to customers, their financial statements and periodic financial
reporting. and their permissible investments and adherence to financial standards rélating to statutory surplus,
d1V1dends to the Company and other cnterla of solvency are all subjects of detalled regulations,

The . Company establishes loss reserves to recogmze the 11ab1]|ty of unpaid losses related to insured
mortgages that are in default. These loss reserves are based upon the Company’s estimates of the claim rate and
average claim amounts, as well as the estimated costs of settling claims. These estimates are regularly reviewed
and updated using currently available information. Any adjustments due to positive or adverse developments,
which may be material, resulting from these reviews would impact current reserve requirements, The Company’s
reserves ‘may not be adequate to cover ultimate loss development on incurred defaults. The Company’s
consolidated financial condition, results of operations or cash flows could be harmed if the Company’s reserve
estimates are insufficient to cover the actual related claims paid and loss-related expenses incurred. '

! . ) ot N " o B ) L o . v N Lt .

The Company has made significant investments in the equity securities of several privately-held companies,
including FGIC. FGIC is subject to a number of significant risks thdt arise from the.nature of its business.
Accordingly, the Company is subject to the risks and uncertainties associated with that business, In addition, the
Company has limited ability to control. FGIC and, accordingly, may be unable to take actions unilaterally:to
avoid or mitigate those risks..A significant' portion. of the Company’s consolidated net income is derived from
FGIC and its financial guaranty business. The financial guaranty business is subject to extensive regulation,
Future legislative, regulatory, accounting or judicial changes may affect the ﬁnancnal guaranty industry or
municipal or asset-backed obhganons or markets, . TR

Sigmﬁcant accountmg pohcles are as follows:

Investments—The Company has designated its entire portfol:o of ﬁxed income and equity securities as
available-for-sale. These securities are recorded at fair value based on quoted market prices with unrealized gains
and losses, net of deferred income taxes, accounted for as a component of accumulated other comprehensive
income in shareholders’ equity. The Company evaluates its investments regularly to determine whether there are
declines in value .and whether such declines meet the . definition of other-than-temporary impairment in
accordance with Statement of Financial Accounting Standards (“SFAS™) No. 115, Accounting for Certain
Investments in Debt and Equity Securities and Securities and Exchange Commission (“SEC”) Staff-Accounting -
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UBSIDIARIES
TATEMENTS—(Continued)

THE PMI GROUP, INC. AND §
NOTES TO CONSOLIDATED FINANCIAL §

Bulletin (*SAB™) No. 59, Accounting for Noncurrent Marketable Equity Securities. The fair value of a security
below- cost or amortized cost for consecutive quarters is a potential indicator of an other-than-temporary
impairment.. When the Company determines a security has suffcred an other-than-temporary impairment, the
impairment loss is recogmzed to the extent of the decline, as a realized investment loss in the current period’s
net.income. : : :

reater than three and less than 12 months when
s on sales of investments are determined on a

The Company’s short-term investments have maturities of g
purchased and are carried at fair value.. Realized gains and lossg
specific-identification basis. Investment income consists primarily of interest and dividends. Interest income and
preferred stock dividends are recognized on an accrual basis. Dividend income on common stock is recognized
on the date of declaration. Net investment income represents interest and dividend income, -net of investment
expenses. ,

Cash and Cash Equivalents—The Company considers all highly liquid investments purchased with an

original matunty of three months or less to be cash equivalents.

Investments in Unconsolldated Subs:dtanes——lnvestments
include both equity investees and unconsolidated majority-ownel
with ownership interests of 20-50% are gererally accounted fo

in the Company’s unconsolidated subsidiaries
d subsidiaries. Investments in equity investees
using the equity method of accounting, and

investments of less than.20% ownership interest are generally accounted for using the cost method of accounting

if the Company does not have significant influence over the entity.
greater than 3% but less than 50% are prirnarily accounted for

Company reports the equity in earnings from FGIC and CMG M1
Company’s interest in- limited partnerships on a one-quarter lag

Limited partnerships with ownership interests
using the equity method of accounting. The
on a current month basis, and RAM Re and the
basis. The carrying value of the investments in

the Company’s unconsolidated subsidiaries also includes the Company’s share of net unrealized gains and losses

in the unconsolidated subsidiaries’ investment portfohos

ot ' :
_‘Periodically, or as events dictate, the Company evaluat

unconsolidated subsidiaries. Accounting Principles Board (“A
Accounting for Investments in Common. Stock, (“APB No. 18
impairment. In the event a loss in value of an investment is deterr
impairment charge would be recognized in the consolidated state
that could indicate impairment might include, but would not nece
recover the carrying amount of the investment or the inability

H

potential impairment of its investments in
B} Opinion No. 18, The Equity Method of
"), provides criteria for determining potential
nined to be an other-than-temporary decline, an
ment of operations. Evidence of a loss in value
sarily be limited to, the absence of an ability to
of the investee to sustain an earnings capacity

which would.justify the carrying amount of the investment. Realized capital gains or losses resulting from the

sale of the Company’s-ownership interests of unconsolidate
investment gams or losses in the consohdated statement of operal

P *
The SEC requires pubhc oompanles to dlsclose condensed

tions.

subsidiaries are recogmzed as net realized

B

v

J‘manmal statement information in the footnotes

for significant equity investees and unconsolidated majority own%d subsidiaries, individually or in the aggregate,
if (i) the Company’s investments in and advances to the supsldmnes are in excess of 10% of the total
consolidated assets of the Company, (ii) the Company’s proportionate share of unconsolidated majority owned
subsidiaries’ total assets is in excess of 10% of total consolidated |assets of the Company, or (iii) equity in income
from continuing operations before income taxes, extraordinary items and the cumulative effect of a change in
accounting principle of-the unconsolidated subsidiaries is in excess of 10% of such income of the Company.
Furthermore, if certain:of .the above tests exceed 20% with respect to any unconsolidated subsidiary, separate
audited financial statements of that unconsolidated subsidiary are(requiréd to be included in the registrant’s Form
10-K. For the year ended December 31, 2005, the Company’s equity in income before tax as described in item
(iii) above of FGIC exceeded 20% of such income of the Compdny, and accordingly, separate audited financial
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THE PMI GROUP, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

statements of FGIC are included in the Company’s Form 10-K. Additionally, the condensed financial statements
of FGIC .are included in Note 5. The Company has determined that its other equity investees do not meet any of
the tests outlined above ona stand—alone or aggregate basis. ) -

Related Party Receivables—As of December 31 2006 and 2003, related party recewables were $O 7 million
and $2.9 million, respectively, which were comprised of non-trade receivables from unconsolidated subsidiaries.

Deferred Policy Acquisition Costs—The Company defers certain costs in its mortgage insurance operations
relating to the acquisition of new tnsurance and amortizes these costs against related premium revenue in order to
match costs and revenues. To the extent the Company is compensated by customers for contract underwriting,
those underwriting costs are not deferred. Costs related to the issuance of mortgage insurance business are
initially deferred and reported as deferred policy acquisition costs. SFAS No. 60, Accounting and Reporting by
Insurance Enterprises, (“SFAS No. 607), specifically excludes mortgage guaranty insurance from its guidance
relating to the amortization of deferred policy acquisition costs. Consistent with industry accounting practice,
amortization of these costs for each underwriting year book of business is charged against revenue in proportion
to estimated gross profits. Estimated gross profits are composed of earned premiums, interest income, losses and
loss adjustment expenses as well as the amortization of deferred policy acquisition costs. The rate of amortization
is not adjusted for monthly and annual policy cancellations unless it is determined that the policy canceltations
are of such magnitude that impairment of the deferred costs is probable. The deferred costs related to single
premium policies are adjusted as appropriate for policy cancellations to be consistent with the Company’s
revenue recognition policy. The amortization estimates for each underwriting year are monitored regularly to
reflect actual experience and any changes to persistency or loss development. Deferred policy acquisition costs
are reviewed periodically to determine that they do not exceed recoverable amounts, after considering investment
income.

Property, Equipment and Software—Property and equipment, including software, are carried at cost and
are depreciated using the straight-line method over the estimated useful lives of the assets, ranging from three to
thirty nine years. Leasehold improvements are recorded at cost and amomzed over the lesser of the useful life of
the assets or the remaining term of the related lease. ’

Under the provisions of ' Statement of Position (“SOP™) No. 98-1, Accounting for the Cost of Computer
Sofrware Developed or Obtained for Internal Use, the Company capitalizes costs incurred during the application
development stage related to software developed for internal use purposes and for which it has no substantive
plan to market externally. Capitalized costs. are amortized at such time as the software is ready for its intended
use on a straight-line basis over the estimated useful life of the asset, which is generally three to seven years.

Derivatives—The Company enters into credit default swap contracts and purchases certain foreign currency
put options, both of which "are considered derivatives under SFAS No. 133, Accounting for Derivative
Instruments and Hedging Activities (“SFAS No. 133"), The Company has not designated either the credit default
swaps or foreign currency put options as SFAS No, 133 hedges. Accordingly, both categories of derivatives are
determined to be free standing, with changes in fair values recogmzed in the current period’s consolidated results
of operallons :

SFAS No, 149, Amendment of SFAS No. 133 on Denvauve Instruments and Hedgmg Activities (“SFAS
No. 149”) requires certain credit default swaps similar to those entered into by PMI Europe after July 1, 2003 to
be accounted for as derivatives and reported on the consolidated balance sheét at fair value, and subsequent
changes in fair value are recorded in consolidated net income. In addition, as required by EITF Issue No. 02-3; '
Issues Involved in Accounting for Derivative Contracts Held for Trading Purposes and Contracts Involved in
Energy Trading and Risk Management Activities (“EITF No. 02-3"), for certain credit default swaps entered into
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THE PMI GROUP, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL SI‘ATEMENTS',—,(Continued)

by PMI Europe where,the fair value cannot be determined by reference to quoted market prices, current market
transactions for similar contracts, or based c¢n a valuation technique incorporating observable-market data or
inputs, initial fair value related to the credit default swaps are deferred and recognized in consolidated net income
in proportion to the expiration of the associatzd insured risk. Gains or losses are recognized in consolidated net
income at inception for all other derivative contracts where the fair value can be readily determined from market
sources. . E ' ’ ’ '

As of December 31, 2006, PMI Europe had entered into ele en credit default swaps that were classified as
derivatives in accordance with SFAS No. 149. Accordingly, initial fair value gains on these derivatives were
deferred in accordance with EITF No. 02-3. As of December 31, 2006, $13.3 million of deferred gains related to
the initial fair value of these derivatives were included in other liabilities compared to $6.8 million as of
December 31, 2005, Included in other income was $2,2 million ('re-tax) and $1.6 million (pre-tax) of accretion
from the deferred gains in 2006 and 20035, respectively. Subsequent changes in the value, exclusive of accretion,
of such derivatives resulted in $5.2 million of gains (pre-tax) in 2006 and $0.8 million of gains (pre-tax) in 2005
which were included in other income. . '

In 2006 and 2005, the Company purchased foreign currency] put options to mitigate the negative financial
impact of a strengthening U.S. dollar relative to both the Australian dollar and the Euro. These Australian dollar
and Euro put options expired ratably over the calendar years and had combined costs of $1.4 million and $1.8
million in 2006 and 2005, respectively. In 2006, the Company re(‘%orded a realized loss'of $1.4 million (pre-tax)
in other income related to amortization of option costs, partially offset by, realized gains of $0.1 million. In 2005,
the Company recorded a realized loss of $1.7 million (pre-tax) in 'other income related to amortization of option
costs, partially. offset by realized gains of $0.6 million.

During the second quarter of 2006, the Company entered imj two transactions that were designated as cash
flow hedges for accounting purposes under SFAS No. 133, Accounting for Derivative Instruments and Hedging
Activities (“SFAS No. 133”), to hedge interest rate risk on the forjccastecli payment of interest resulting from the
issuance of fixed rate debt obligations in the third quarter ofiZOOG. When designating a derivative as an
accounting hedge, the Company formally documents the hedging relationship, risk management objective and
strategy. The documentation identifies the hedging instrument, the hedged item, the nature of the risk being
hedged, and the assumptions used to assess how effective the hedging instrument is in offsetting the exposure to
changes in the hedged item’s fair. value attributable to the hedged risk. For cash flow hedges of this type, changes
in fair value are included in other comprehensive income. Upon issuance of the fixed rate debt, the fair valve of
the cash flow hedges was settied for $9.0 million and is being-ampnized into interest expense over the terms of
the new senior debt that was issued. As.of December 31, 2000, the unamortized balance in other comprehensive
income related to these fair value hedges was approximately $8.8 million (pre-tax).

Speciaf Purpose Entities—Certain insurance transactions entered into by PMI and PMI Europe require the
use of foreign special purpose wholly-owned subsidiaries principally for regulatory purposes. These special
purpose entitiés are consolidated in the Company’s consolidated financial statements. . x '

Reserve for Losses and Loss Adjustment Expenses—The consolidated reserve for losses and . loss
adjustment expenses (“LAE”) for our U.S. Mortgage Insurance and International Operations are the estimated
claim settlement costs on notices of default that have been received by.the Company, as well as loan defaults that
have been incurred but have not been reported by the lenders. For reporting and internal .tracking: purposes, the
Company does not consider a loan to be in default until it has been delinquent for two consecutive monthly
- payments. The Company’s U.S. mortgage insurance primary master policy defines “default” as the borrower’s
failure to pay when due an amount equal to the scheduled monthly mortgage payment under the terms of the
mortgage. Generally, however, the master policy requires an insured to notify PMI of a default no later than the
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last business day of thie month following the month in which the borrower becomes three monthly payments in

default. SFAS No. 60 specifically excludes mortgage guaranty insurance from its guidance relating to reserves

for- losses 'and ‘LAE. Consistent- with industry accounting practices, the Company considers its mortgage

insurance policies as short-duration contracts and, accordingly, does not establish loss reserves for future claims

on insured loans that are not currently in default. The Company establishes loss reserves on a case-by-case basis

when insured loans are identified as currently in defzult using estimated claim rates and average claim amounts

for each report year, net of salvage recoverable. The Company also establishes loss reserves for defaults that

have been incurred but have not been reported to the Company prior to the close of an accounting period using
estimated' claim-tates and claim amounts applied to the estimated number of defaults not reported. The reserve

levels as of the consolidated balance sheet date represent management’s best estimate of existing losses and LAE

incurred. The' estimates are continually reviewed. and adjusted as necessary as experience dévelops or new
information becomes known to the Company. Such adjustments, to the' extent of increasing or decreasmg loss

reserves, are recognized in the current period’s consolldated results of operations, '

Reinsurance—The Company uses reinsurance to reduce net tisk in force, optimize capital allocation and
comply with a statutory provision adopted by several states that lifnits the maximum mortgage insurance
coverage to 25% for any single risk. The Company’s reinsurance agreements typically provide for a recovery of a
proportionate level of cldim expenses from reinsurers, and a reinsurance recoverable is recorded as an asset. The
Company remains liable“to its policyholders if the reinsurers are unable to satisfy ‘their obligations under the
agreements, Reinsurance recoverable on paid losses and loss estimates are based on the Company’s actuarial
analysis of the applicable business. Amounts the Company will ultimately recover could differ materially from
amounts recorded as reinsurance recoverable. Reinsurance transactions are recorded in accordance with the
provisions of the reinsurance agreemeénts and the accounting guidance provided in SFAS No. 113, Accounting
and Reporting for Reinsurance of Short-Duration and Long-Duration Coniracts. Accorclmgly, management
assesses among other factors risk transfer cnterta for all remsurance arrangements

R N

Revenue Recogmtmn—Mortgage guaranty insurance pohcres are contracts that are generally
non-cancelable by ‘the insurer, are fenewable at a fixed price, and provide payment of premiums on a monthly,
annual or single basis. Upon renewal, the Company is not able to re-underwrite or re-price its policies. SFAS
‘No. 60 specifically excludes mortgage guaranty msurance from its guidance relating to the earning of insurance
premiums. Premlums wntten on a monthly basis are earned as coverage 1s prov1ded Monthly premiums
accounted for 70. 1% of gross premiums written from the' Company’s mortgage insurance operations in 2006 and
70.8% in 2005 and 71. 3% in 2004. Premiums written on an annual basis are amortized on a monthly pro rata
basis over the year of coverage 'Primary mortgage insurance premiums written on pohc:es covering more than
one year are referred to as single premiums. A portion of the revenue from smgle premiums is recognized in
premiums earned in the current period, and the remaining portion is deferred as unearned premiums and earned
over the expected life of the policy, a range of seven to fifteen years. If single premium policies related to insured
loans are cancelled due to repayment by the borrower, and the premium is non-refundable, then the remaining
unearned premlum related to each cancelled policy is recognized as earned premiums upon notification of the
cancellation. Unearned prermums represent the portion of premturns written that is apphcable to the estimated
unexplred risk of insured loans. Rates used to determire the earning of single premmms are estimates based on
actuarial analysﬂs of the expiration of risk. The premlums earnings pattern calculation methodology is an
estimation process and, accordmgly, the Company reviews its premivm earnings cycle for each policy acquisition
year’ (“Book Year”) annua]ly and any adjustments to these estimates are reﬂected for each Book Year as
approprrate

Income Taxes—The Company accounts for income taxes using the liability method in accordance with
SFAS No. 109, Accountmg for Income Taxes. The liability method measures the expected future tax effects of
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temporary differences at the enacted tax rates applicable for the.period in which the deferred asset or liability is
expected to be realized or settled. Temporary differences are differences between the tax basis of an asset or
liability and its reported amount in the consolidated financial stlatements that- will result in future increases or
decreases in taxes owed on a cash basis compared to amounts alréady recognized as tax.expense in the
consolidated statement of operations. The Company’s effective.tax rate was 25.0% and 24.3% for the years
ended December 31, 2006 and 2005, respectively, compared to the federal statutory rate of 35.0% due to equity
in earnings from FGIC and income derived from PMI Australia, which have lower effective tax rates, combined
with the Company’s municipal bond investment income. The Cl)mpany s effective tax rate for the year ended
December 31, 2006 was adversely affected by a U.S. tax charge of $1.1 million that resulted from the transfer of
PMTI's Hong Kong mortgage reinsurance portfolio to PMI Asia in the second quarter of 2006. The Company
records a federal tax expense relating to.its proportionate share of net income available to FGIC’s common
shareholders at a rate of 7% based on its assessment that it will hlttmately receive those earnings-in the form of
dividends from FGIC. ' o o : ‘ - .

Benefit Plans—The Company provides pension benefits to all employees under The PMI Group, Inc.
Retrrement Plan, and to certain employees of the Company undel The PMI Group, Tne. Supplemental Employee
Retirement Plan. In addition, the Company provides certain health care and- life -insurance benefits for retired
employees under another post-employment benefit plan On December 31, 2006 the Company adopted the
recognition and disclosure provisions of SFAS No. 158, Emp[oyels Accoummg for Defi ned Benefit Pension and
Other Postretirement Plan, an amendment of. FASB St‘atemems l\lo §7,. 88, 106 and 132( R) ( “SFAS No 158™)
(See Notes 3 and 15). SFAS No. 138 I‘qulll’l.d the Company to.recognize the funded status (i.e., the difference
between the farr value of plan assets and the projected benefit obligations) of its defined beneﬁt postretirement
plans as of December 31, 2006, with a corresponding adjustment, o accumulated other comprehensrve income.

All U.S. full-time, part-tim'e and c_ertain tempcrary‘e.mploye ‘s'of the Company are eligih:le to p_artic'ipate in
The PMI Group, Inc. Savings and Profit-Sharing Plan (“401(k) Plan”) ' Eligible employees who participate in the
401(k) Plan may receive, within certain limits, matching Corrtpany contnbutlons gontract underwnters are
covered under The PMI Group, Inc. Alternate ‘401(k) Plan, under whrch there are no matchtng Company
contributions. In addition to the 401(k} Plan, the Company has an ofﬁcers deferred compensation plan
(*ODCP”) available to certain employees, and an Employee tock Purchase Plan (“ESPP”) The ODCP is
available to certain of the Company’s officers, and permits each parttcnpant to elect to defer recelpt of part or all
of his or her eligible compensation on a pre-tax basts. Underl the ODCP the Company makes a matchmg
contribution of its common shares for each pamcrpant equal to 25% of the mrtral contrtbutlon to the extent the
pamc1pant elects to select the Company’s common shares frofy the investment chorces available under the
ODCP. These matching contributions are subject to a three y ar vestmg period. The ESPP allows eltglble
employees to purchase shares of the Company’s stock at a 15% 'discount to fair market value as determmed by
the plan. The ESPP offers pamcrpants the 15% discount to currept fair market value or fair market value wrth a
look back provision of the lesser of the duratton an employee has partrcrpated in the ESPP or two years,

. Foreign Currency Translation—The financial statements o the Company 5 forergn subsrdtanes have been
translated into U.S. dollars in accordance with SFAS No 52, Foréign Currency Translauon Assets and liabilities
denominated in non-U.8. dollar functronal currencres are trans(lated using the year-end spot exchange rates.
Revenues and expenses are translated at monthly average ¢ exchange rates. The effects of translating operations
with a functional currency other than the reporting currency are reported as a ccmponent of accumulated other
comprehensive income included in consolidated shareholders’ equity. Gains and’losses on foreign currency
re-measurement incurred by PMI Australia and PMI Europe represent the revaluation of assets and liabilities
denominated in non-functional currencies into the functronal currency, the Australian dollar and Euro,
respectively. Effectrve July 1, 2006, the functtonal currency of PMI Asra is the Hong Kong dol]ar '

. N i
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. Comprehensive Income—Comprehensive income includes: net income,.the change in foreign currency
translation gains or losses, changes in unrealized gains and losses on investments and from derivatives designated
as cash flow hedges, and reclassification_of realized gains and losses previously reported in comprehensive
income, net of related_tax effects. The Company reports the components of comprehensive income in its
consolidated statements of shareholders’ equity. ;

Bitsiness Segments—The Company’s reportable operating segments are U.S. Mortgage -Insurance
Operations, International Operations, Financial Guaranty, and-Corporate and Other. U.S. Mortgage Insurance
Operations includes the,results of operations of PMI Mortgage Insurance Co., affiliated:U.S: reinsurance
companies and the equity in earnings from CMG MI. International Operations include the resulis of operations of
PMI Australia, PMI Europe and PMI Asia. Financial Guaranty includes the equ1ty in eamlngs from FGIC and
RAM Re, and the results'of PMI Guaranty effectrve October 'l’ 2006. The Company $ Corporate and Other

' segment consists of our holding company and contract underwntrng operatrons ’ ' :

Earnings 'Per Share—‘Basic earnings per share (“EPS”) excludes dilution and is based on consolidated net
income available to common shareholders and the actual weighted-average of. the common shares that are
outstandlng during the; pertod Diluted EPS is based on_ consolidated net income  available to common
shareholders,- which includes consideration of share based compensation requrred by SFAS No. 123 (revrsed
2004), Share- Based Payment (“SFAS No. 123R™}, adjusted for the effects of dllutlve securities and the weighted-
average of drluuve common stock shares outstanding during the period. The' werghted average dilutive common
shares. reflect_the potential increase of common:shares if outstanding securities were converted into common
shares, "or if contracts to issue common shares, including stock opttons issued by the Company that have a
d11ut1ve impact, were exercrsed

- i - \ LT . 0 - :
i ' . [ I B LN RN "

]

) ‘In July 2006, the Company commenced an offer to exchange a new serres of its 2.50% Senior convertlble
debentures due 2021 (the “new debentures ") and an exchange fee of $3.50" per $1, OOO pr1nc1pal amount of
debentures for all of its ex1st1ng 2 50% senior convertrble debentures due 2021 (the “old debemures") The
purpose of the exchange offer was to change certain terms of the old debentures 1nc1udmg the addmon of a net
share settlement feature, This feature atlowed the Company to satisfy | d portlon ‘of 1ts obhgatlon 'due upon
conversion of the debentures* in cash thereby reducing the dllutlon associated with the new debentures This
featuré also limits the dilutive lmpact of the new debentures on the Company’s diluted earmngs per share’
Following completion of the exchange offer in August 2006, the Company had approxrmately $34I S mrlhon in
principal amount of its new debentures outstandmg and approxlmately $18 4 million'in pnnc1pal amount of its
old debentures outstanding. On October 27, 2006, the Company redeemed all of the $359.6 million aggregate
principal amount of debentures that were not converted for a pnce equal to the pr1nc1pal amount of the
debentures plus accrued and unpard mterest ‘ “!, L e
EITF Issue No."04-8, The Eﬁect of Contingently Convertrble Instruments oit Dtlured Eammgs per ‘Skare,

(“EITF No. 04-8”), states that the dilutive effect of contmgently convertlble debt and other’ instruments
(“CoCos™) must be included in' dilutive earnings per share. Prior to completlon of "the exchange bifer ‘and
redemption described above, the Company’s approximately $360 million in pnncrpal amount of its 2.50% Senior
Convertible Debentures were c0n51dered CoCos under EITF No. 04-8. For purposes “of’ deterrnlnlng dllutlve
earnings per share, the interest expense, net Of tax, was added back to consohdated net income and addmonal
weighted common shares were added to diluted shares’ outstandmg for the years ‘endéd 2006, 2005 and 2004 _
In¢lusion of the CoCos i in dlluted shares outstanding resulted in a decrease to diluted ¢ earmngs per share of $O 22
30. 28 and $0.24 for the years ended December 31 2006 2005 and 2004 respectlvely

‘f'.‘.;;'_ T R L ST e ool EEE) Corg s
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The following is:a reconciliation of consolidated net inco
diluted EPS for the years ended:

Net income:
As reported
Interest expense, net of taxes

Net income adjusted for diluted EPS calculation.. : .-

i T

j ' The followmg 15 a reconc1]rat|on of the weighted- average co
we1ghted—average common shares used to calculate diluted EPS f

Welghted average shares for basic EPS .
Weighted-average stock options and other dilutive components : ,
Weighted- average dilutive components of CoCo 5

Weighted- average shares for d11uted EPS

Dividends per share declared and accrued to common shareholder

Share-Based Compensation—On January 1, 2006, the Com

UBSIDIARIES
STATEMENTS—(Continued)

me tonet income for purposes of calculating

2006 2005

(Dollars in thousands)

2004

$419,651 $409,169 $399,333
4,752 7,648 7,685

$424,403 $416,817 $407,018

MMmon shares used to calculate basw EPS to the
or the years ended:

2006 2005 2004
(Shares in thousands)
........... 86,478 91,738 95452
.......... C1,192 1,729 1,626
........ Y. 5196 8,153 8,153
............ 92,866 101,620 105,231
S s $ 0.1950 $ 0.1650

$0.2100

any adopted SFAS No. 123R, which addresses

the accountmg for share-based compensation in which an enterppse receives employee services in exchange for
either _equity instruments of the enterprise or liabilities that are based on the fair value of the enterprise’s equity

instruments. The statement eliminates the ability

ic value method as prescribed by APB Opinion
), and 'generally requires that such transactions
ized as expense in the consolidated results of

instruments or that may be settled by the issuance of such equity i
to account for share-based payment transactions, using the intring
No. 25, Accounting for Stock Issued to Employees (“APB No. 25
be accounted for using .a farr—value—based method and recogni
operauons For share-based payments granted or unvested upon
recognizes ‘the farr value of share-based payments, including
purchase plan shares granted to employees as compensation expe

The Company adopted SFAS No. 123R using the mo

‘the adoption of SFAS No. 123R, the Company

employee stock options and employee stock
nse in the consolidated results of operations.

ified prospective method which requires the

apphcatlon ‘of the accounting standard as of January 1, 2006. The Company’s consolidated financial statements
for 2006 reflect the impact of adopting SFAS No. 123R, In accordance with the modified prospective method,
the consolidated financia] statements for prior periods have not been restated to reflect, and do not include, the

lmpact of SFAS No. 123R. Wrth the adoption of SFAS No.

123R, the Company elected to recognize

compensation costs related to employee stock option shares using!the accelerated method.

ey

based payment awards that is ultimately expected to vest. Share
consolidated Statement of operatrons during 2006 mcludes co
awards granted prior to but not yet vested, as of December 31,2
in accordance with the pro forma prov1s1ons of SFA

Compensation—Transition and Disclosure, (“SFAS No, 148”),

payment awards granted subsequent to December 31, 2005 is b
accordance with SFAS No. 123R. As share-based compensa
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ar is based on the value of the portion of share-
based compensation expense recognized in the
mpensation expense for share-based payment
05, based on the grant date fair value esnmated
S No. 148, Accounting for Stock- Based
Compensation expense for the share-based
ased on the grant date fair value estimated in
tion expense recognized in the consolidated
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statement of operations for 2006 is based on awards ultimately expected to vest, it has been reduced for estimated
forfeitures. SFAS No. 123R requires forfeitures ‘to be estimated at the time of grant and revised, if necessary, in
subsequent periods if actual forfeitures différ from those estimates. In the pro forma information required. under
SFAS No. 123, Accounting for Stock-Based Compensation (“SFAS No. 123} for the years prior to 2006,
forfeitures: were accounted for as they occurred. See -Note 3, New Accoummg Standards aihd Note 16, Share-
Based Compensanon for further discussion of SFAS No. 123R E T :

. " L i : . . . ]

“Reclassifications—Certain items in-the prior eorrespondmg period’s consolidated financial stateme’nté have

béen reclassified to conform to the current period’s consolidated financial statement presentation.’ o

NOTE 3. NEW ACCOUNTING STANDARDS = . ce I !

. “In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and‘
Fmancml Ltabl[tttes—lncludmg an amendment of FASE Statement No. 115 (“SFAS No. 159). SFAS No. 159
perrmts entities to choose to measure many financial instruments and certain othef items at fair value that are not
currently requ1red 0 be measured at fair value, The Statement does not €liminate disclosure reqmrements
mcluded in"other accountmg standards, including requtrernems for disclosures about fair ‘value measurements ,
included i in FASB Statements No. 157, Fair Value Measurements, and No 107, Disclositres about Fair Value of
Financial Instruments. SFAS No. 159 is éffective as of the beginning of an entity’s first fiscal yéar that begms
after November 135, 2007 "The Company is still evaluating the 1mpact 'of 'SFAS No. 159 on its consolidated
financial statements. . .

. In September 2006, the SEC released Staff Accounting Bulletin No. 108, Cons:dérmg the Eﬂects' df Prior
Year Mrsstatements ‘when Quannfymg Misstatements in Current Year Financial Statements (“SAB-No. 108”).
This release provndes interpretive gliidance on how the effects of the carryover or reversal of prior year
mlsstatements should be consudered in quantlfymg a current year misstatement. SAB No. 108 is effective for
annual ﬁnanCIal statements covenng the ﬁrst fiscal year endlng after Novembér 15, 2006 with early apphcauon
encouraged The adoption of SAB 108 i lS not expected to have a material effect on the Company 5 consohdated
ﬁnanctal statements i . _ . B ‘

In September 2006, the FASB issued SFAS No. 158, Employers Accountmg Jor Defined Benefit Pension
and other Postretirement Plans (“SFAS No. 158”), an amendment of SFAS No. 87, Employers’ Accounting for
Pensions, SFAS No. 88, Employers’ Accounting for Settlements and Curtailments of Defined Benefit Pension
Plans and for Termination Benefits, SFAS No. 106, Employers’ Accounting for Postretirement Benefits Other
Than Pensions, and SFAS No. 132R, Employers’ Disclosures about Pensions and Other Postretirement Benefits.
SFAS No. 158 requires an employer to recognize the funded status of a defined benefit postretirement plan in its
balance sheet, measure the fair value of plan assets and benefit obligations as of the date of the fiscal year-end
balance sheet and provide certain disclosures. On December 31, 2006, the Company adopted the recognition and
disclosure provisions of SFAS No. 158. The effect of adopting SFAS No. 158 on the Company’s financial
condition al December 31, 2006 has been included in the accompanying consolidated financial statements. SFAS:
No. 158 did not have an effect on the Company’s consolidated financial condition at December 31, 2005 or 2004. .
See Note 15 for further discussion of the effect of adopting SFAS No. 158 on the Company’s consolidated
financial statements. The adjustment for initially applying SFAS No 158, net of tax, to accumulated other
comprehensive income as of December 31, 2006 was $1.2 million,

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements, (“SFAS No. 157™) whichl
defines fair value, establishes a framework for measuring fair value in GAAP, and expands disclosures about fair
value measurements. SFAS No, 157 applies under other accounting pronouncements that require or permit fair
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value measurements but does not expand the use of fair value|in any new circumstances. SFAS No.. 157 is
effective for fiscal years beginning after November 15, 2007, and interim periods within those fiscal years. The
Company is still evaluatmg the 1mpact of SFAS No. 157 on its consolldated ﬁnancnal statements. S

In June 2006 the FASB lssued FIN 48 Accoum‘mg for Unc rtamty in Income Taxes—An lmerpreranon of
FASB Statement No. 109, (“FIN 48”) which prescribes a recognition threshold and measurement process for the
financial statement recognition and measurement of a tax position taken or expected to be taken in a tax retorn.
Additionally, FIN. 48 provides. guidance .on derecognition, clésmﬁcatton interim reporting, and disclosure
requirements for uncertain tax positions. FIN 48 is effective for fiscal years beginning after December 15, 2006.
FIN 48 is not corrently expected to materially impact the CompanL s consolidated financial condition.

In February 2006, the FASB issued SFAS No. 155, Accounting for Certain Hybrid Financial Instruments—
An amendment of FASB Statements No. 133 and 140 (*SFAS No. (155%), which amends SFAS No. 133 and SFAS
No 140, Accounrmg Jor Tmnsfers and Servicing of Financial As ets and Extinguishments of Ltabzhnes (“SFAS
No. 140”) SFAS No. 155 mmphﬁes the accountmg for certain denvatwes embedded 1n other ﬁnaru:lal
mstruments by allowmg them to be accounted for as a whole in trument if the holder elecis to account for the
whole mstrument on a fair value basis. SFAS No. 155 also clarifies and amends certain other prov1snons of SFAS
No. 133 and SFAS No. .140. SFAS No. 155 is effective for all findncial instruments acqutred issued or subject t to
a remeasurement event occurring in ﬁscal years beginning afte}r September 15, 2006. SFAS No. ]55 is not
currently expected to significantly, |mpact the Company s consolidated financial statements.

In January 2006, the Company adopted SFAS No. 123R|which requires the fair vét]ue of share_based
payments, inctuding grants of employee stock options and employee stock purchase plan shares, to be recognized
in the income statement based on their fair values unless a fair value.i 1s not reasonably estlmable Prior to the
Company’s adoptton of SFAS No. 123R the Company folIoweJ the 1ntnn31c value method prescribed in APB
No. 25, and its related 1nterpretatlons as permitted by SFAS Nt 123.: Accordlngly, no share-based employee
compensation cost was recogmzed in the’ consohdated statement f operattons for the year ended December 31,
2005. The Company elected to adopt the modlﬁed prospective method, under which prior penods are not revised
for comparative purposes. The valuation provisions of SFAS Na. 123R apply to new grants and to grants that
were outstanding as of the effective date and are subsequently modified. Estimated compensation for grants that
were outstanding as of the effective date will be recognized |over the remaining serv1ce period using the
compensatlon cost estlmated for the SFAS Nc. 123 pro: forma disclosures. \
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NOTE 4. .| INVESTMENTS , . N . g . .‘ oo

Fair Values and Gross Unrealized Gains and Losses on Investments—The cost“or amortized ' cost,
estimated fair value and gross unrealized gains and losses on investments are shown in the table below:
- ) T d

:

. hoo ! Cost or

s . Amortized Gross Unrealized ‘Fair
) . !f U I Cost o Gains , (Losses) " Value
co - T i_'(Doll.'.irs in fhoqsands) A
December 31, 2006 ‘ . i L
Fixed income securities: ‘ . . L e
-~ U.S.municipalbonds . ... $1,543,531 $ 95,665, § (246) $1,638,950
" Foreign govemments e e 503,092 . 3,295 (6,543) 499,844
Corporate bonds ............ IR P w... 678980 3,139 (7,910 674,209
U.S. government and agencies ... ........ Ll TT8ss 1,259 (1 9,103
Mortgage-backed securities ........... AP 4,628 119 — 4,747
Total fixed income securities ... ....... Lol ... T 27738,086 103,477 (14,710)- 2,826,853
Equity securities:,, .
T Commonstocks L. L T 117,383 45,175 (295) 162,263
Preferred stocks . ... .ot [, 240,397 8,419 .- (59 248,761
. Total equlty secunues ........ e - 357,780 53,594 - (3500 411,024
Short term 1nvestments e 55,046 10 = 55,056
L Total investments ... L $3,150912 '$157,081 "$(15,060)" $3,292,933
S i -'z- . o , .
A A::n?f:}tiozl;d Gross Unrealized Fair
R T R R L ;  Cost . Gains ., (Losses) .  Value
{(Dollars in thousands)
December 31, 2005 ‘
Fixed income. securlues - .
U.Ss. mumclpal bonds ....... ... i $1,591,677 $102,737 $ (482) $1,693,932
Foreign governments ......... e 513,380 12257 - (68) 5.25’569
- Corporate bonds .;...... P P o 568,218 10,880 (3,066) 576,032
., US. government, and agencies ........... L ’ 10,106 1,541 (8 . 11,639
" - Mortgage-backed securities . . . .. P Teeeadl T 6,179 244 = 6,423
. »  Total fixed-income securities .. ... P, .. 2,689,560 127,659 3,624) 2,813,395
Equity securities: .. ' LT .
., Common stocks e e . 109,960 33,029 {1,176) 141,813
Preferred StOCKS . .o o oo 93,010 3,798 . (220), 96,588
Ll Total equnty securmes ............. R e 202,970 36,827 - (1,396) 238,401
Short-term 1nvestments 1. L e e 145,502 T — - (3,178) 142,324
" """ Total investments . ... ...\... ... oeii.l $3,038,032 - $164,486 ,'$ (8,198) $3,194,320
R i w
‘- _ | v :- N - \ g
1 O I
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Scheduled Maturities—The following 1able sets forth the
securities by'contract‘oal maturity at December 31, 2006:

H

Due in one year or less
Due after one year through five years.
Due after five years through ten years
Due after ten years
Mortgage -backed secunues

Total ﬁxed income securltles .........................
) Actual maturities may differ from those scheduled as a resul

maturity. :

Net Investment Income—Net investment income consists of]

3

Fixed income securities
Equity securities
Short-term investments

Investment income before expenses
Investment expenses’

Net investment income

Realized. Investment Gams and Losses—Reahzed gains ar
following:

Fixed income securities: .
Gross gains ......... P e e
Gross losses

Net gains (losses)
Equity securities:
OGroSS ERAINS i e e
Gross losses

Net gains
Short-term investments:
Gross gains
Grosslosses ................ A

LR

Net (losses) gains
Investments in unconsolidated sibsidiaries:”
Gross losses

Net losses

Net realized investment gains before income taxes
Income taxes

Total net realized investment gains after income taxes
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hmortized cost and fair value of fixed' income

: Amortized -+Fair

Cost Value

\ (Dollars in thousands)
................ $ 80460 $ 80,606
................ 571,212 567,920
................ 477,892 475,366
................ 1,603:894 1,698,214
................ 4,628 4,747
................ $2,738,086 $2,826,853

t of calls or prepayments by the issilers prior to

the following: ‘
2005

2006 2004
{Dollars in thousands)
e $151,608 $151,513 -$146,057
R 14,325 9,274 9,751
e 32,332 21 397 15,389
.......... 198,265 182,184 171,197
.......... (2,964)  "(2,721) (2,588)
.......... $195,301 $179,463 $168,609

1d losses on investments are composed of the

2006 2005 2004
{Dollars in thousands)

NI $6102 $ 857 §1910
.............. (4274) (1,446) "(6,184)
e 1,828 ", (589). (4,274)
f ) . v

it 6835 6707 6,607
.............. (2,822) (1,952) - (2,551)
.............. 4013 4755 4,056
.............. — . = 3200
.............. (3085, A7 (361
............... (3085, (A7) 2839
.............. — (2099 - —

.............. — 2099 @ —

.............. 2,756 2,050 2,621
.............. (965)  (T17)  (917)

$ 1,791 $1333 $1,704




THE PMI-GROUP, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Conitinued)

Unrealized Investment Gains and Losses—The .reclassification adjustment relatmg to the change in

unreahzed investment gains and losses is as follows:* ... ! ' .- '
2006 2005 2004
. : (Dollars in thousands)
Total change in unrealized gains arising during the period, net of taxes ......... $(1,049) $(20,486) $8,650

Less: Realized investment gains, net of incometaxes ................... 1,791 - 2,697 1,704

Change in unrealized gains arising during the penod net of defqrrf:d tax : -
expense (benefit) of $497, ($13,674), and $1,793, respectively . .. .......... $(2,840) $(23,183) $6,946

Aging of Unrealized Losses—The following table shows the gross unrealized losses and fair value of the
Company’s investments, aggregated by investment category and the length of time the individual securities have
been in a continuous unrealized loss position as of December 31, 2006.

Less Than 12 Months 12 Months or Greater Total ~

Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Yalue . Losses
oL (in thousands) \
Fixed income securities:
U.S. municipal bonds ............ $ 66825 § (246) $ — $ — % 66825 § (246)
Foreign g'oveminents e PR, 415,096 - (6,171 7,180 (372) 422285 + -{6,543)
" Corporaté bonds . ! . ... O 523,021 (7.232) 36952 - - (678) 559,973 (7,910)
U.S. government and agencies ... .. " 950 (3 373 )] 1,323° (1)
Totalﬁxed income secuntles ... 1,005,892 (13,652 44514 {1,058) 1,050,406 (14,710)
Equity sécurities: . _ N : -
Common Stocks ... .. .ooeen. .. T 6,073 (295) — — 6073 ' (295)
Preferred stocks ... ..... ,: ........ L 5,489 (55) — — 5,489 (55)
- Total eqmty securmes e ’ 1 1,5‘62 - (350 — — 11,562 (350)

Total ................. $1,017,454 $(14,002) $44514 $(1,058) $1,061,968 $(15,060)

* Unrealized losses are primarily due to interest rate fluctuations during-the year and are not considered to be
other-than-temporarily impaired as the Company has the intent and ability to hold these investments until they
recover in value or mature. The Company determined that the decline in the market value of certain equity and fixed
income securities in its investment portfolio met the definition. of other-than-temporary impairment and recognized
realized pre-tax losses of $6.2 million, $0.6 million and $0.2 million in 2006, 2005 and 2004, respectively.

* Investment Concentrations and Other Items—The Company maintains a diversified portfolio principally
of U.S. municipal bonds, The following states and the District of Columbia represent the largest concentrations
_in the U.S. municipal bond portfolio, expressed as a percentage of the fair value of all U.S. municipal bond
holdings. Holdings in states and the District of Columbia that exceed 5% of the U.S. municipal bond portfolio at
December 31, for the respective years are presented below:

. 2006 2005
New York ............... S AU R DI 197% 18.8%
B = T 17.1% 16.6%
1T - 11.4% 10.5%
1 T ol 1 Et 1 95% 9.8%
District of Columbia .. ... . . e e e 59% 5.9%
W ashin g O . e 59% 5.7%.
O 1 ) 11 O P 57% 9.6%
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At December 31, 2006, fixed income securities and short
million were on deposit with regulatory authorities as required by

NOTE 5. INVESTMENTS IN UNCONS()LIDATEP SUBSI

Investments in the Company’s unconsolidated subsidiaries in
majority-owned subsidiaries. The carrying values of the Company’
consisted of the foliowing for the years ended December 31, 2006

As of December 31,,2006, the Company’s investment in FG
million of cash and capitalized acquisition costs, with the remain

the Company’s proportionate share of net unrealized gains in FGIC

Equity in earnings (losses) from unconsolidated subsidiaries

Hterm investments with a fair value of $17.1
Taw.

DIARI;ES

clude both equity investees and unconsolidated
y’s investments in unconsolidated subsidiartes
and 2005:

Ownership Ownership
2006 Percentage 2005 Percentage
{DoMars in thousands)
$ 856,519 42.0% 3$751,761 . 42.0%
132,403 50.0% 129,600 50.0%
93,730 23.7%* 84,991 24.9%
17,735  various 18,573  various
$1,100,387 $984,925

IC was $856.5 million, which included $617.0
ng balance representing equity in earnings and
’s investment portfolio.

and equity investment held for sale consisted of

the following for the years ended December 31, 2006, 2005 and 2004:
) Ownerﬂlip Ownership Ownership
2006 ©  Percentage 2005 Percentage 2004 Percentage
) (Dollars in thousands) J
FGIC ... ..... oo o000l e $ 98,510 4210% $74,924 42.0% $61,592 42.1%
CMGMI ... . . i, 20,308 50.0% 18,811 50.0% 15,280 50.0%
RAMRe ... ... ... .. 0 . o "8703 23]7%* 4,828 .. 249% . 6,252 24.9%
SPS et oy — — — o= 413 64.9%
Other . ... . . e ‘ (212) varioys - (678) various 17  various
Total ...........0 . ... ... ... .. .$127,309 : -~ $97.885

* During the second quarter of 2006, the Company's ownership percentage of R
initial public offering of RAM Re.
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AM Re decreased from i4.9%.tq_23.7% as a result of the




THE PMI GROUP, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

" The following represents FGIC’s condensed balance sheet information as of December 31,:2006 and 2005,
and-condensed statement of. operatlons ‘information for.year ended December 31, 2006 2005 and-2004:

”, . r , “1 ' e
T W . As of December 31
2006 2005
(Dollars in thousands)

Condensed Balance Sheets ‘ weo - ST e
Assets: . o S . o -
Inivestments, available for sale ............ D e 3, 867 039 $3, 457 817,
Variable interest entity fixed maturity securities, held to maturity . ... .. ... ... ... 750,000 —
Cash and cash equlvalents ................................................ 33,278 51,901
Accrued iNVESIMENTt INCOME . . .. v v et e et e e e e e e ] 50,214 42,871 '
Deferred policy acquisition COSIS .. ... ettt e i e eaen e 93,170 63,330
Accounts receivable and otherassets ...................... e I - 219,531 136,057
| Totabassets AT e $5,013,232° $3,751,976
Llabllltles .
Reserve for losses and loss adjustment expenses ....... P 5. 40 299 $ 54,812
Uneamned PremiUms .. ......ovonrnenernennenananes. e L 1347592 1,201,163
Accounts payable and other liabilities ....:.......... e AR e o 198,008 - 93,495
Variable interest entity floating rate notes . .................. e - 750,000 —
Long-term debt . ...\ ottt e e e 323,373 323,350

Toral liabilities .. .......... e . foone 2,659272 0 01,672,820
Shareholders’ equity .. ... ... ... ... . . ... ... e e e Lo 12353960 2,079,156

Total liabilifies and shareholders equity .............. e $5,013,232 $3,751,976

.7 " Year Ended December 31,
2006 2005 e 2004
(Dollars in thousands) ™

Condensed Statements of Operatlons

GIOSS TEVERLES . .\ttt t i ettt e e e e meii e eaaaenss $444756 $344,070 $274247 .
CTotal eXpenses . . ..ot e 116,511 . 96,960. 69,459
Income before income taxes ... e So..e.. 328,245 2471100 - 204,788
Income tax expense e oo 0 B0M01 56,644 7 47908
Netincome ............... e SO T 247,844 190,466 - 156,880
Preferred stock dividends ............ ... .. .o i (18,485) (17,295) (16,348)
Net income available to common shareholders :......... e 229359  .173,171-: “140,532

TPG’s ownership interest in common equity .......... P e 42.0% 420% . - - 42:1%
TPG’s proportionate share of net income available to common R ' o :
stockholders ... .................. 96,300 72,715 59,108
TPG’s proporticnate share of manégement feesand other .. ,............ ; 2209 2209 - 2,484,

Total equity in earnings from FGIC ......... TP ... $ 98510 $ 74924 § 61,592

On October 4, 2005, the Company completed the sale of SPS to CSFB. The Company received cash
payments of approximately $99 million for its holdings in SPS. The Company also received a residual interest in
. mortgage servicing assets with an estimated fair value at closing of approximately $20.7 million and expects to-
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receive additional morthly cash payments through the first quarter of 2008. As of December 31, 2006, the

carrying value of the residual interest was $2.2 million: The Com{)

any and SPS’s other shareholders have-agreed

to indemnify CSFB for certain liabilities relating to SPS’s operations. As of December 31, 2006, the Company

has recorded.a liability of $6.4 million in respect of this indemnifi

NOTE 6. PRO.I;ERTY, EQUIPMENT AND SOFTWARE

The following table sets forth the cost basis of, and accumula

equipment and software for the years ended:

Software
Building and leasehold improvements
Furniture and equipment
Land

Property and equipment, at cost
Less accumulated depreciation and amortization

Total property, equipment and software, net of accumula

amortization

Depreciation and amortization expense related to property, e

2006, $28.9 million in 2005 and $27.5 million in 2004, Capitaliz#

cation obligation.

ted depreciation and amortization for, property,

2006

2005

(Dollars in thousands)
.................. $-174,528  $ 168,048
.................. 101,961 101,012
.................. 49,579 . 47,558
.................. 5,000 5,000
.................. 331,068 321,618

(156,940) (134,689)

.................. $

174,128 § 186,929

quipment and software totaled $31.7 million in
d costs associated with software developed for

internal use were $15.6 million in 2006, $24.9 million in 2005 and $29.5 million in 2004. -

NOTE 7. -DEFERRED POLICY ACQUISITION COSTS

- The following table summarizes deferred policy acquisition o

Balance at January 1,
Policy acquisition costs incurred and deferred
Amortization of deferred policy acquisition costs

Balance at December 31,

Deferred policy acquisition costs are affected by qualify
amortization’ of previously deferred costs in such years. [n years
asset will generally decrease because the amortization of previous
amount of acquisition costs being deferred. Conversely, in ye
business, the asset will generally increase because the amount o
amortization of previously deferred policy acquisition costs.

132

ost activity as of and for the years ended:

2006 2005

{Dollars in thousands)
$ 86,170 $92438 $102,074
69,196 . 68,119 75,580
(68,358) (74,387) (85,216)

$ 87,008 $ 86,170 $ 92,438

2004

ing costs that are deferred in the year and
where new business activity is declining, the
ly deferred policy acquisition costs exceeds the
ars where there is significant growth in new
f acquisition costs being deferred exceeds the
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NOTE 8. RESERVE FOR LOSSES AND LOSS ADJUSTMENT EXPENSES (LAE)

*The Company establishes reserves for losses,and LAE to recognize the estimated liability for potential
losses and related LAE related to insured mortgages that are in default. The establishment of a loss reserve is
subject to inherent uncertainty and requires significant judgment by management. The following table provides a
reconciliation of the beginning and ending consolidated reserves for losses and LAE for each of the three years:

T .. . , 2006 2005 . 2004
. . o ) (Dollars in thousands})

Balance atJanuary 1, ........... ..o $ 368,841 $ 364,847 -$ 346,939
Less: reinsurance recoverables . ..., ... oir v (3,278} (3,403) (3,.275)
Net balance at January | U S o L. 3655637 361,442 343,664
Losses ‘and LAE 'incurred, principally with respect to defaults occurring in: -
O 3 (=31 = O 290,785 = 260,426 248,381

Prior years (0 ... 12,151 2,647) (11,099

Tl InCUITEd L L e e e e . 302936 © 257779 237,282

Losses and LAE payments, pnncrpally with respect to defauits
occurrmg m

! Curent year L e (24.842) (20,702)  (18,297)

"' Priof years Ll : e PP U R . (235461)  (230,070) (202,503)
Total payments .......... e Lo i (260,303) (250,772) (220,800)

Forelgn currency translation’ effects :...... e e e < 2,799 (2,886). 1,296
Net endmg balance at December ) PR [ . 410,995 365,563 361,442
Remsurance recoverables N .‘.' ': Lol e e L. S 3,741 3278 - 3,405
Balance at December 31 ...................................... .. $414,736 $ 368,841 $ 364,847

n(" | . I

(1) The $12.2 million increase. and $2 6 million and $11.1 m11110n reductions in total losses and LAE lncurred in prior years were due to
re- esumates of ulumate‘loss rates and amounts from those established at the original notice of default, updated through the years
presemed These re-estimates of ultimate loss rates and amounts are the result of management’s periodic review of estimated claim

- Amountd’'in light Of actual ‘tlain amounts, loss development data’or ultimate claim rates. The $12.2 million increase in prior years'

¢ reserves during 2006 was due primarily to re-estimates of claim sizes and claim rates for PMI Australia as a resull of the nnpact of rising

1 interest rates in 2006 and moderatmg or declining home pnce appremanon in 2005 and 2006. .

RINTS e - !

o J,-;-U.S.- Mortgage,[nsurance Operations primary insurance defanlt inventory was 39,997 at December 31, 2006,
42,702 at.December 31, 2005 and 39,054 at December 31, 2004. The default rate was 5.55% at year end 2006,
5.74% at year end 2005, and 4.86% at year end 2004..Generally, it takes approximately 12 to 36 months from the -
receipt of a default notice to result in a claim payment. Accordmgly, most losses paid relate to default notices
received in prior years.. - . . - : . -

"'J< ) v i
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NOTE Y. LONG-TERM DEBT AND REVOLVING CREDI

As of December 31, 2006 and
Group, was as follows:s

ue of

r

2005, the carrying. val

-

TATEMENTS—(Continued)
T FACILITY .
ong-term debt outstanding issued by The PMI

).

b, et
2005

(In thousands)
6.000% Senior Notes, due 2016 . ......... . ... ...l $250,000 § —
6.625% Sénior Notes, due 2036 ... ... .. .. 150,000 —
5.568% Senior Notes, due November 15,20080 . ... ... .0 ... oo, 45,000 345,000
‘6.75% Senior Notes, due November 15,2006 ...............0...oooooiovs — 62,950
2.50% Senior Convertible Debentures, due July 15,2021 ...... ' e e . — 359,986
8.309% Junior Subordinated Debentures, dug February 1,2027 .2................... 51,593 | 51,593

Total debl .. .. i e e e

$496,593--. $819,529

L3

(1) Prior to August 10, 2006, the inferest rate on these: Senior Notes was 3.0%

‘ ] Pursuant to the remarketing that occurred-on August 10,
2006, the interest rate was increased to 5.568%.

. ‘. i I

-

6.000% and 6.625% Senior Notes—In September 2006, the Company issued $250 million ini'p'ﬁ'nc;pa]
amount of 6.000% Senior Notes, due September 15, 2016 and $150 million in principal amount of 6.625% Senior
Notes, due September 15, 2036. The Company utilized most of thie proceeds from the issuance of the 6.000% and
'6.625% Senior Notes to redeem the 2.50% Senior Convertible Dell,bentures due 2021, as discussed further below.
The 6.000% Senior Notes and the 6.625% Sentor Notes bear interest at a rate of-6.000% and 6.625%-per annum,
payable semi-annually in arrears on March 15 and September 15 of each year, beginning on March 15, 2007. The
PMI Group may redeem the 6.000% and 6.623% Senior Notes in Whole or in part at any time at the “malgq-'whole
redemption price”. The “make-whole redemption price” will be e]qual to the greater of (a) 100% of the ‘principal
amount f the 6.000% and 6.625% Senior Notes to be redeemed and (b) the sum- of the present values of the
remaining scheduled payments thereon discounted to the date of r!edemplion, on a semi-annual basis (assuming a
360-day year consisting of twelve 30-day months), at a rate equal to the applicable treaSury rate plus 25 basis
points for the 6.000% Senior Notes and 35 basis points for the .625% Senior Notes, plus in the case of either
(a) or (b), any interest accrued but not paid to but excluding the date of redemptiqn. In connection 'with the
issuance of these Senior Notes, the Company entered into tvro interest rate lock agreements- which were
designated as cash flow hedges. The fair value of the cash flow hedges was settled for $9.0 million- and is
amortized into interest expense over the terms of the new senior Aebt that was issued. As of December 31, 2006,
the unamortized balance in the other comprehensive income related to these fair value hedges was approximately

~$8.8 million (pre-tax). . The 6.000% and 6.625% Senior Notes ate unsecured -and will rank-equally’in right.of

payment with all of The PMI Group’s other existing and future senior unsecured indebtedness.
: a i : o

Vs

LY '

6.75% Senior Notes—In November 1996, the Company i[sued $100 million in face“amount of 6.75%
Senior Notes. As of December 31, 2005 and 2004, $63.0 million of face amount remained dutstanding. These
notes bore interest at the rate of 6.75% per annum paid semiannbally and matured on November 15, 2006. On -
November 15, 2006, the Company repaid the aggregate principal dmount of its 6.75% Senior Notes.

5.568% Senior Notes—The 5.568% Senior Notes related to the issuance in November 2003 of 13.8 million
5.875% equity units (“Equity Units”) with a stated valve of $25! per unit. The Equity Units include the senior
notes and purchase contracts to purchase, no later than Novexqber 15, 2006, up to 9,050,040 shares of The
PMI Group’s common stock for an aggregate purchase price of $345 million. In August 2006, pursuant to the
terms of the Equity Units, the Company completed the remarketing of approximately $345 million in principal
amount of senior notes maturing in November 2008, which are |referred to as the 5.568% Senior Notes. As a
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result of the remarketing, the annual interest rate on these notes was reset from 3.00% per annum to 5.568% per
annum, paid quarterly, effective from and including August 15, 2006. In connection with the remarketing, the
Company purchased and cancelled $3000 million” in prmc1pal amount of the 5.568% Senior Notes, leaving
$45.0 million in principal amount "of these notes outstandmg after completron of the remarketmg Pursuant to the
terms of the Equrty Units, a significant portion of the proceeds of the remarketmg was apphed to satisfy. the
Equity Umt "holders’ obligations under the purchase contracts to purchase between 7. 3 mllhon and 9.1 million
shares of commion stock, depending on the market ‘price of the common’ stock upon settlement of the purchase
contracts, which occurred on November .15, 2006. Upon settlement of the purchase contracts, the Company
issued approximately 8 rmlhon shares of common stock on November 15, 2006 in exchange for approximately .
$345 million. :

2.5% Senior Convertible Debentures—In July 2006, the Company commenced an exchange offer pursuant
to which it offered fo'exchange a new series of our 2.50% senior convertible debentures due 2021 (referred to as
the “new debentures”) and an exchange fee of $3.50 per $1,000 principal amount of debentures for all of our
existing 2.50% senior convertible debentures due 2021 (referred to as the “old debentures”). The purpose of the
excharige offer was to change certain terms of the old debentures, including the addition of a net'share settlement
feature. This feature allowed the Company fo satisfy a portion of its obligation due upon conversion of the
debentures in cash, thereby reducing the dilution associated with the conversion of the new debentures. This
feature also limits the dilutive impact of the new debentures on diluted earnings per share. Following completion
of the exchange offer in August‘2006, thé Company- had approximately $341.5 million in principal amount of
new debentures outstanding and approximately $18.4 million in principal amount of old debentures outstanding.
In September 2006, the Company delivered a notice of redemption to the holders of the old debentures and the
new debentures. Pursuant to the terms of the old debentures and the new debentures, the debentures were
convertible by the holders until the close of business on October 25, 2006. Holders of $3,000 principal amount of
the old debentures and $339,000 principal amount of the new debentures converted their debentures prior to the
close of business on October 25, 2006, Upon conversion of-the old debentures, the Company issued 67 shares of
its common stock. No shares were issued for conversion’of new debentures. On October 27, 2006, the Company
redeeitied the $359.6 million aggregate principal amount of debentures that were not converted for a price equal
to principal amount of thé-debentures-plus accrued and unpaid interest. . ‘

8.309% Junior Subordinated Debentures—The Junior Subordinated Debentures bear interest at the rate of
8.309% per annum paid semiannually and mature on February 1, 2027. The Junior Debentures are redeemable at
the option of the Company on or after February 1, 2007. The Junior Subordinated Debentures are subordinated to
all senior indebtedness of The PMI Group.

Revolving Credit Facility—In October 2006, the Company entered into a $400 million revolving credit’
facility and terminated its then-existing $175 million revolving credit facility. The $400 million revolving credit
facility can be utilized for working capital, capital expenditures and other business purposes. The facility may be
increased to $500 million at the Company’s request subject to approval by the lenders. The facility includes a
$50 million letter of credit sub-limit. The revolving credit facility contains certain financial covenants and
restrictions, including an adjusted consolidated net worth threshold and a risk-to-capital ratio threshold of 23 to 1.
There are no amounts outstanding related to the facility. There were three letters of credit for approximately $1.7
million outstanding under the revolving credit facility as of December 31, 2006.
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NOTE 16. FAIR VALUE OF FINANCIAL INSTRUMENTS

In the normal course of business, the Company invests in vari

UBSIDIARIES
TATEMENTS—(Continued)

ous ﬁnancnal assets and incurs vatious ﬁrian(:la]

liabilities. The estlmated fair value of the finarcial instruments mdlcated m the table below has been determined by

available market information and appropriaté valuation methodpl

logy. The carrying values of cash and cash

equivalerits and accrued investment income approximate their fair values pnmanly due to their liquidity and short—

term nature. The esumated fair value of the outstandmg debt has be(

o0 dctermmed by quoted market price.

R - Aspf December 31, 2006 As of December 31, 2005
’ Carrying Estimated ' Carrying Estimated '
Value Fair Value Value Fair Value
, {Dollars in thousands)
Assets , o , [ N .
Fixed income securities .. ..:........ L e -$2,826,853. .82,826,853 $2,813,595 = $2,813,595
Equity securities. ... .. e e e T _4t 1,024, 411,024 238,401 238,401
Short-term investments .......... R N L X113 . 55,056 142,324 142,324
Cash and cash equivalents . ....... S 457 207, . 457,207. 595,112 . 595,112
Accrued investment income ... ... e 45 ,232.. 45,232 43,707 43,707
Liabilities " . - - .
Senior Notes, 6.000% ~. ..., vniiiinn s, $M 250 000 % 254595 % — % —
Senior Notes, 6.625% .............. e e 150 000, - 161,625 T —
Senior Notes, 5.568% ..................t...... : 45,000 o 44,892 345,000 340,170
Senior Convertible Debentures, 2.50% ............ — — 359,086 367,186
Senior Notes, 6.75% .. . . ... oo e e e — — 62,950. 63,938
Junior Subordinated Debentures, 8. 309% .......... . 51,593 53,821 51,593 . 55,487

Considerable judgfnént is required in in.ferbreﬁng market d

I

ata to develop the estimates of fair value and,

therefore, changes in the assumptions may have a material effect on the fair valuation estimates. A number of the

Company’s other significant assets and liabilities, including defe
property, equipment and software, loss and LAE reserves, unearn
considered financial instruments.
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NOTE 11. REINSURANCE : . o . a

The following table shows the effects of remsurance on premlums written, premtums eamed and losses and
LAE of the Company’s operatlons for the years ended:

2006 2005 2004

(Dollars in thousands)

tr
.

Preniiums written o " - S e . . ' ‘
Direct ... T e ety 31,026,508 $1,002,548 § 923,084

ASSUME L. . i e 9.803 20,526 14,306
Ceded .....0:.:..... ST e e (174,697)  (177,385) * (166,028)
Net premiums written . . . . . .. e e, $ 861,614 $ 845,689 $ 771,362
Premiums'éarned - .
Direct........ T e e [P $1,021,535 § 980,168 §$ 927,553
CAssumed L.l e e e 13,053 16,874 7,931
T Ceded ......... ... e e (174,058) (179,440) (165,085)
Net premlums earned ........... ... .. .. ... .. .. ....... $ 860,530 $ 817,602 $ 770,399
{.
Losses and loss adjustment expenses
Direct ..... ... e $ 304917 § 260 877§ 239,371
Assumed ... . .. i .. . ' ©(87) ‘(82) - 197
Ceded ................................................. (1,804) (3,016) (2,286)

* Net losses andLAE © ... ... ... ... e e $-302,936 $ 257,779 $ 237,282

The majority of the, Company s ex1stmg remsurance contracts are captive reinsurance agreements m u.s.
Mortgage Insurance Operatlons Under captive reinsurance agreements, a portion of the risk insured by PMI is
reinsured with the mortgage originator or investor through a reinsurer that is affiliated with the mortgage
originator or investor. Ceded premiums for U.S. captive reinsurance accounted for 91% of total ceded premiums
written in 2006 compared to 89% in 2005 and 87% in 2004. Reinsurance recoverables on losses incurred in U.S.
Mortgage Insurance Operations were $2.9 million at December 31, 2006, $2.5 million at December 31, 2005 and
$2.4 million at December 31, 2004 | , S '

NOTE 12. INCOME TAXES

The components of income tax expense for the years ended are as follows:

2006 2005 2004

- (Dollars in thousands)

Current ...0 . . ot S 1. $121,397 % 68,728 § 33.864

Deferred ...... e e e e e e e e 18,667 62,934 78,595
Total income tax expense from continuing operations .........,... $140,064 $131,662 $112,459

"

Séction 832(e) of the Internal Revenue Code permits mortgage- guaranty’ insurers to deduct, within certain
limitations, additions to statotory contingency reserves. This provisien allows mortgage guaranty insurers to
increase statutory unassigned surplus through the purchase of non-interest bearing “tax and loss bonds” from the
federal government. The tax and loss bonds purchased are limited to the tax benefit of the deduction for additions
to the contingency reserves. The Company purchased tax and loss bonds of $51.0 million in 2006, $90.0 million
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in 2005 and $87.6 millicn in 2004, The Corapany redeemed tax and loss bonds of $48.6 million in 2006. The

purchase and redemption of tax and loss bonds are included as a
. .t . » et . : . Ty tEo
increase in current and decrease in deferred income tax expe

1ef€ITB('Il component of income tax expense. The
se in 2006 as compared to 2005 ‘is primarily

attributable to reduced purchases of tax and loss bonds offset by an increase in utilization of alternative minimum

‘tax credits.

»

The compbﬁentﬁ of the income tax expense for 2006 included a foreign provision for current tax e;(pe_rise of
$39.6 million and a deferred tax expense of $1.2 million prirparil)} related to PMI Australia and PMI Europe.

A reconciliation of the statutory federal income tax rate to

continuing operation before incomie taxes is shown in the following table:

Statutory federal income taxrate ............. . i

Tax-exempt interest ... ...... e e
Equity in earnings from unconsolidated subsidiaries ..........
State taxes,net . :............ e PR .
Foreign taxes, net- ... ... i e e e
Other ........... R R AR R R R PR R PR

. Effective income tax ra}t'e for continuing operations .. ..

the effective tax rate reported on income from

20060, 2005 2004

...... i ... 35.0% 350% 35.0%
..... e, (A9) (50)  (58)
...... e iieiea.. (5.6)  (45) - (3.6)
e v, 207 04 01
................. ©9) (1.1 (09
e I 0T (05 (13)
UM LS 25.0% 24.3% 235%

PMI has.provided for U.S. federal income tax on the undistributed earnings from its foreign subsidiaries and
foreign corporate joint ventures, €éxcept to the extent that such earnings are reinvested indefinitely.

Ty . . . . g
The components of the deferred income tax assets and liabili

Caa : 4 oMt e 200600 2005
. P S [P : . ' . (Dollars ini thousands)
Deferred tax assets: -~ - ¢ - S v . . A S
Discount on'Loss I8Serves .. .0 ..ol e i S A =Lt - § 6,862 $ 7,104
Unearned premiUum rESEIVES . ..o vuvn it ot it e nncnsantenaeanennn e 7,141 . 16,898
L0107 o LTI (=) 7 P 379 349
a8 COSES . . v ittt e e e e — (3
SPS AMPAIIIMENT . . .o\ v vttt s e e e e e et e b e . 2,979 1,984
Setlements ........... ..o T T S T FO R - = . 355
Pension costs and deferred compensation . . ... .. b i i 16,472 14,599
" Qther assets .. ... ’ A S 24,100 18,451
. Total deferred fax 8SSES . ............ooivvuuueeihoiiinneo..n SRR 57933 59,706
Deferred tax liabilities: ' o o - o
Deferred policy acquisition costs ................ U B . 17,143 18,023
Unrealized net gains on investments ... ....... PO S BT ST o 43,895 7 50,605
Software development costs ............ ... . ..o ibo e 24,959 27,651
Equity in earnings from unconsolidated subsidiaries ...... T (00,722 45,867
Other liabilities ........... e P RS S e W 24207 19,397
Total deferred tax liabilities .- ..... ST St i ., 0 170926 161,543
Net deferred tax liability . ... ... .. L T T $112,993 $101,837
' . - ¥ vy ’ R ST

ties for. the yéars ended are as follows:
A . . ! - 1 a' * ! . 1
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Although realization is not assured, management believes it is more likely than not, that the deferred tax
assets will be realized. A . . - ‘ .

' o " ' . L
NOTE 13 COMMITMENTS AND CONTINGENCIES

Leases—-—The Company leases ‘certain office space and office equipment. Mlmmum rental payments under
non-cancelable operating leases in the aggregate for the five years subsequent to 2006:are as follows:

Operatmg Leases
(Dol_lars in thousands}
Year ending December 31, SR B £ et . o
2007 oo R P DU s $ 5510
2008 . e e e A P UV o, 4,545
2000 . e S 3,718
. P 2,787
2011...............: ............... e P PN o 2,344
Thereafter ......... ... i i e e 2,880
Total mlmmum lease payments ........................................... $21,784

L oae g
Sh “ . . . NN {

Rent expense for all leases was $7.8 million for 2006 $5 3 mllllOﬂ for 2005 and $7 ¢ mlHlOll for 2004
Income Taxes—In March 2005, the Internal Revenue Service commenced its regular audlt examination of
the Company’s taxable years 2001 to 2003. As of -December 31; 2006, no tax issues have been presented that
would, in the opinion of management, give.rise to a material- assessment or have a material effect ‘on the
consolidated financial condition, results of operations or cash flows of the Company. . -

CUHT .t Pt

. Indemnifi canon—mortgage-backed secunnes—ln connecuon with structured transactlons in the US
Europe and Australia, the Company is often required to pr0v1de narrative and/or financial mformatlon_,relatmg 1o
the Company. and its subsidiaries to mortgage-backed, securities. issuers for inclusion in the relevant offering
documents and the .issuers” ongoing SEC filings. Iniconnection with  the provision of such information,.the
Company and its subsidiaries:may be required to indemnify the issuer of the mortgage-backed securities and the
underwriters of the offering,with respect to the information’s accuracy and completeness and its compliance with
appllcable U.S. securities laws and regulatlons ] —— . . Ve .

. Indemniﬁcation—S.PS—As pant of the sale of the- Company’s interest in SPS on October 4, 2005, the
Company and SPS’s other prior shareholders have indemnified CSFB, for certain liabilities relating to SPS’s
operations, including litigation and regulatory actions, and this indemnification obligation may potentially reduce
the monthly proceeds that the Company receives post sale. The maximum indemnification obligation for SPS’s
operations is $33.7 million. The Company’s portion of this obligation is 61.4% .or $20.7 million.” As of
December, 31, 2006, the Company had recorded a hability of $64 million with respect to this 1ndemmﬁcauon
obligation. . ., . ‘ . . - ' :

-+ Guarantees—The PMI Group has guaranteed certain payments to the holders of the privately issued debt
securities (:‘Capital Securities™) issued by ‘PMI Capital I. Payments with respect to any accrued and unpaid
distributions payable, the redemption amount of any Capital Securities that are called and amounts due upon an
involuntary or voluntary termination, winding up or liquidation of the Issuer Trust are subject to the guarantee. In
addition,'the guarantee is.irrevocable, is an unsecured obligation of the Company and is subordmate and junior in
right of payment to all senior debt of the Company. .. S T - :
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Funding Obligations-—The Company has invested in certain limited partnerships with ownership interests
greater than 3% but less than 50%. As of Dlecember 31, 2006, the Company had committed to fund, if called
upon to do so, $5.2 million of additional equity in certain limited partnership investments.

Legal Proceedings—NVarious legal actions and regulatory reviews are currently pending that involve the
Company and specific aspects of its conduct of business. In the opinion of management, the ultimate liability in
one or more of these actions is not expected to have a material] effect on the consolidated financial condition,
results of operations or cash flows of the Company.

NOTE 14. DIVIDENDS AND SHAREHOLDERS’ EQUITY,

Common Stock—As disclosed in Note 9, Long-term Debl and Revelving Credit Facility, the Company
tssued 13.8 million 5.875% equity units (“Equity Units™) in Nosz:mber 2003 with a stated value of $25 per unit.
Each equity unit consists of a senior note and a purchase contract. The Equity Units include the senior notes and
purchase contracts to purchase, no later than November 15, 2006, up to 9,050,040 shares of The PMI Group’s
common stock for an aggregate purchase price of $345 million, On November 15, 2006, the Company issued
7,975,822 shares of common stock in exchange for $345 million. o

In July 2006, The PMI Group announced that its board of dgrectors authorized a common share repurchase
program in an amount not to exceed $400 million. The $400 million share repurchase authorization is designed to
address the additional common shares the Company would issue on November 15, 2006 under the terms of the
Equity Units (discussed above).
: Lo . . . . B}

In August 2006, The PMI Group entered into an accelerated stock buyback program with a major financial
institution pursuant to which The PMI Group agreed to purchase shares of common'stock for an aggregate
purchase price of $345 million. Until conclusion of the program in the second quarter of 2007 (which may in
certain circumstances be accelerated or extended), the total numbgr of common shares to be purchased cannot be
determined. The number of common shares 1o be repurchased uinider the program generally will be based on the
volume weighted average share price of the common stock ‘duting the term of ‘the program. The progfram is
subject to collar provisions that establish minifmim ‘and maximum number of shares based on the volume
weighted average share price over an initial hedge period (the “Eedge Period”),” which concluded at the'end of
September 2006. With the conclusion of the Hedge Period, the minimum number of common shares to be
repurchased has been set at 7.2 million and the maximum number of shares to be repurchased has been set at
8.2 million. As of the end of the Hedge Period, the financial institution has delivered the 7.2 million mini‘l’ﬁum
number of shares. The final number of shares that the Company; will receive depends on the share price of the
common stock during the rémaining term of the program. In addition to the accelerated stock buyback program,
in the fourth'quarter of 2006, the Company repurchased 0.9-million shares for $40 million for an average price
per common share of $44.11. ' Sl ot SR

r

Dividends-—PMI’s ability to pay dividends to The PMI Group is affected by state insurance laws, credit
agreements, credit rating agencies, and the discretion’ of insurance regulatory authorities. The laws of Arizona,
PMI’s state of domicile for insurance regulatory purposes, provide that PMI may pay dividends out of any
available surplus account, without prior approval of the Director of the Arizona Department of Insurance, during
any 12-month period in'an amount not-to exceed the lesser of 10% of policyholders’ surplus as of the preceding
year end or the prior calendar year’s net investment income. A &ividend that exceeds the foregoing threshold is
deemed an “extraordinary dividend” and requires the prior appro%al of the Director of the Arizona Department of
Insurance. On-June 7, 2006, the Director of the Arizona Department of Insurance approved an extraordinary
dividend request of $250 million. This dividend was paid to The PMI Group in' two installments of $150 million
in August of 2006 and $100 million in September of 2006, respectively. In December 2006, the Director of the
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Arizona Department of Insurance approved an-extraordinary dividend request-for another $250-million. The first
installment of the dividend of $100 million was pard to The PMI Group in December 2006.
K [ I A TR ;

Other states may alsorlimit or restrict PMI s ability. to pay shareholder dividends. For example, California
and New York prohibit mortgage insurers from declaring dividends except from the surplus of undwrded profits
over the aggregate of thelr paid-in capital, paid-in surplus and contmgency reserves.

In addition to:its consolidated subs1dlanes, The . PMI Group may in, the -future derive funds from its
unconsolidated equity investments, including its investment in FGIC. FGIC’s ability to pay dividends-is subject
to restrictions contained in applicable state insurance laws and régulations, FGIC Corporation’s certificate of .
incorporation, a stockholders agreement between The PMI Group and other investors in- FGIC Corporation, and -
covenants included in its 6,0% senior notes. . - o . ‘

- Preferred, Stock—The PMI Group's certificate of incorporation 'authorizes the Board of Directors to issue .
up.te 5,000,000 shares of preferred stock of The PMI Group in classes or series and to set the designations;
preferences, qualifications, limitations or restrictions of any class or series with respect to the rate and nature of -
dividends, the price and terms and conditions on which shares may be redeemed, the amount payable in the event
of voluntary or involuntary liquidation, the terms and conditions for conversion or exchange into any other class
or series of the shares, voting rights, and other terms. The Company may issue, without the approval of the
holders of common shares, preferred stock that has voting, dividend or l1qmdat1on rights superior to the comimon
stock which may adversely affect the rights of holders of common stock.

Pursuant to the support agreement described in Note 19, Capital Support Agreements, the, Company has
agreed that, in the. event that Allstate, the Company’s former parent, makes a payment contemplated by the -
Allstate Support Agreements or the runoff support agreement, Allstate will have the right to.receive preferred
stock of The PMI Group or PMI with a liquidation preference equal to the amount of such payment. Such
preferred stock will rank senior in right of payment to the issuer’s common stock and, so long as such preferred
stock is outstanding, the, issuer thereof -will be prohibited -from paying any..dividends or makmg any other
distributions on its common stock: | . e

!

NOTE]S BENEFIT PLANS - e Y T

Effective January 1, 2003, all full-time and part- nme employees of the Company are el1g1ble to partrcrpale .
in The PMI Group, Inc. Retirement Plan (the “Plan™), a noncontributory defined benefit plan. The Plan generally
has been funded by the Company to the fullest extent permitted by federal income tax rules and regulations. In
addition, certain employees whose annual earnings exceed $220,000 under Internal Revenue Code (“IRC™)
Section 401(a)(17) and limits established under IRC Section 415, participate in The PMI Group, Inc.
Supplemental Employee Retirement Plan (“The SERP Plan™), a noncontributory defined benefit plan. Benefits
" under both pension plans are based upon the employees’ length of service, average annual compensation and

estimated social security retirement benefits. .

The Company provides certain health care and life insurance benefits for retired employees under another
post-employment benefit plan. Generally, qualified employees may become eligible for these benefits if they
retire in accordance with the Company’s established retirement policy and are continuously insured under the
Company’s group plans or other approved plans for ten or more years prior to retirement. The Company
contributes a fixed dollar subsidy towards the cost of coverage. Retirees are expected to pay all amounts in
excess of the Company’s fixed dollar subsidy. The Company assessed the impact on liabilities due to the Medical
Prescription Drug, Improvement and Modernization Act of 2003 and determined that it is not material to the
Company’s liability under these benefit plans.
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On December 31, 2006, the Company, adopted the recognition and:disclosure provisions of SFAS No. 158.
SFAS No. 158 required the Company to recognize.the funded status (i.e., the difference between the fair value of
plan assets and the projected benefit obligations) of its defined b?neﬁt postretirement plans in the December 31,
2006 balancersheet, with a corresponding -adjustment to-accumulated other comprehensive income, net of tax.
The adjustment- to. accumulated other comprehensive. incomejat adoption represents the net unrecognized
actuarial gains/losses and unrecognized prior service. costs which were previously netted against the funded
status. These amounts will be subsequently recognized as net périodic ‘benefit cost pursuant to the Company’s
historical accounting policy for amortizing such amounts. Further, actuarial gains and losses that arise in
subsequent periods and are not.recognized as net periodic benefit cost in the same periods will be recognized as
component of other comprehénsive income. Those amounts will be sub?equently recognized as a component of
net periodic benefit cost on the’same basis as the amounts recognized in accumulated- other comprehensive
income at adoption of SFAS No. 158. Lo = ' :

The incremental effects of adopting the provision of SFAS No. 158 on the Company’s balance sheet as of
December 31, 2006 are presented in the following table. The adoption of SFAS No. 158 had no effect on the
Company’s consolidated statement of operations for the year ended December 31;-2006 or for any. prior periods

presented. SRR SR : o { '
et i L .. { -+ . .. AtDecember 31,2006
Ly . ] . o ) ll . ‘ . . As Reported at
o ) : rior to Adopting  Effect of Adopting  December 31,
LT ‘ SFAS No. 158 SFAS No. 138 2006
N (Dollars in thousands)
Accrued pension liability ......... ST S, - $16,798 0 - %1775 -+ ' $18,573
Deférred income taxes . . ... S U -~ . (621) - (621D
Accumuiated othier comprehensive income-«.. . ... el L © 81,154 e 1,154
* In¢luded in accumulated other comprehensive income at December: 31, 2006 are the following amounts that

have not yet been recognized in‘net periodic benéfit cost: unfecognized prior service credit of $9.4 million ($6.1
million, net of tax) and unrecognized actuarial loss of $11.2 million ($7.3 million, net of tax). The prior service
credit and actuarial loss included in accumulated other comprehensive income and expected to be recognized in
net periodic benefit cost during the fiscal year-ended December 31, 2007 is $0.9 million ($0.6 million, net of tax)
and $0.6 miltion (30.4 million, net of tax), respectively. * ' '

. T I o e i, .

A
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The reconciliation of the beginning and ending balances of the projected benefit obligation and fair value of
plan assets for the years ended and-the accumulated benefit obligation at, year end is as follows: -

" Pension Beneflis " Other Post-i:‘,mpldymeﬁl Benefits
. 2006 © 2008 2004 2006 2005 2004
.. . {(Dollars in thousands, except percentages)

Funded Status™ ... ¢
Projected Benefit Obligation , , . - Ceee .
Benefit obligation at January 1. . ....... . $94,105° .$ 78,508 $75.639 § 9,875 $8938 $7,799

Servicecost .. .. ... il - 10,249 9,456 9,137 564 617 1,471
Interestcost .............. e . 6,007 4,950 4,796 585 . 507 1,121
1. Actuarial (gain)loss ............... - (3,735) 5169 . 5026 ., (393) - 13 (1,251

-Benefitspaid .............. ... -~ (6,770) . (3,978) (13.634) (383) . (200). (202)
Effect of settlement/curtailment ........ (13,935) — (2,456) — —_ -
Benefit obligation at December 31 ... ... $85921 $94,105 $78508 $10,248 $9,875 8,938

Fair Value of Plan Assets . - ' : ‘ ' -
Fair value of plan assets at Janvary I .... $ 64,904 $60279 $51977 § — $§ —. § —
Actual return on plan assets ........... 9,139 4,029 5,968 — — —

. Company contribution . . .............. 24258 © 4,574 15,968 383 200. 202
Benefitspaid ....0.................. . (20,705).  (3,978) (13,634) (383  (200) (202)
Fair value of plan assets at S "

December31 . .......... e $7759% $ 64,904 $‘60,279 $ — 3% — 5 -
Funded status ' !
Funded status of plan at December 31 ... $ (8,325) $(29,201)- $(18 229) $(10 248) $(9 875) $(7 711)

:Accumulated benefit obligation ........ $ 65368 $65085 $53664 . N/A N/A - N/A
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The underfunded status of the defined benefit postretirement plans of $18.6 million is recognized in the
accompanying consolidated balance sheet as accrued pension liability. No plan-assets are expected to be returned
to the Company durmg the year ended December 31 2007.

K o ) L " Pension Benefits ) Other Post-Empleyment Benefits
‘ LU 2006 2005 12004 2006 2005 2004
(Dollars in thousands, except percentages)

Components of net penodlc benefit cost Sl e

Service Cost .. ..o $10,249 '$ 9,456 $9137 § 564 %617  §1,471
Interest cOSt . ..o ovinnnnan La.e.ii.o 6007 0 4950 0 4796 . . 585, 507 1,121
Eipected return on assets .. ...0.......:. ! (5,728) - (4,725) (4,347 —_ . — ol
Prior service cost amortization .:......... (21) (Pl) 10 (838) . _(838) (198)
Actuarial loss recognized .....:.\........ 1,200 666 883 338 305 - - 348
Additional cost related to settlement/ o R S e et S
curtailment . ................. e L6164, - - 3,080 — . — . 48
Net periodic benefit cost .......... AP $17.871 $10326 $13,565 $ 649 § 591 $2,790
Assumptions to determine net periodic 7 - St S
benefit cost : .
Discount rate . . ... U, A 575% = 505%  625% 5.65% @ 575% @ 6.25%
Expected return on plan assets ........... . 8.00% 8.00% 8.00% N/A N/A N/A
Rate of compensation increase ............ 5.00% S.pO% 500% N/A = NA.. NA
Health care cost trend on covered charges ... | N/A . N/A - N/A 9.00% 10.00% 9.00%
Information for pension plans with an ' L e s

accumulated benefit obhgatmn in excess ‘ . L .
- of plan assets (t - ; : -

Projected benefit obligation :...........: 0§ 5,249 $13,1gl - $ 9,881 N/A - N/A N/A
Accumulated benefit obligation ........... $ 4,140 $10597 $ 9214 N/A N/A N/A
Fair value of plan assets ................. N/A N/A N/A N/A N/A N/A
Expected benefit payments .

2007 @ e $ 6,631 $ 330

2008 ... e $ 9,352 § 414

2009 .. $ 8924 . 3 482

20010 ... e e e $ 8,793 $ 571

2011 o 510,275 $ 658

20012-2016 ..o $61,585 . $4,062

(1) Refers to The PMI Group’s SERP Plan whieh does niot have plan assets
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The Company’s accumulated benefit obligation for its pension plans at December 31, 2006 was $61.3
million and $4.1 million, the combination of which equals the $65.4 million accumulated benefit obligation. As
of December 31, 2006, the combined fair value of plan assets is approximately $12.2 million higher than our
combined accumulated benefit obligation. The health care cost trend on covered charges for other postretirement
benefits was 9% ‘in 2006, which will be reduced by 1% per year to 5% in 2010. In 2006, the Company

contributed $]2 I'million to its quahﬁed pension plan.. S .

. v . - o Percentage of Plan
o ‘ : Assets at Decermber 31,

Target
Allocation 2006 2005
Asset allocation: , . N o
U.S.stocks ,........00........... P L 40%-60%  S54% T 49%
International stocks . .......... S e 0% -30% 16% 15%
U.S. fixed income Securities ................coeuviivirnn... el 209 -50% 30% 35%
U.S. cash and cash equivalents . ............ e 0% - 10% 0% ‘ 1%

Total oot BT S o .. 100%. 100%

" The primary objective of the Plan is to proviide retirement income for Plan participants and their
beneficiaries in accordance with the terms of the Plan. As such, the key objective in the Plan’s financial
management is to promote stability and, to the extent appropriate, growth in funded status. A secondary financial
objective is to reduce reliance on contributions as a source of beneﬁt payments As such, Plan assets are invested
to maximize the Plan’s funded ratios over the long-term while managing the downside risk. The strategic asset
allocation ranges fepresent a long-térm perspective. 'Rapid unanticipated market shifts or changes in economic
conditions may cause the asset mix 'to fall outside ‘the'policy range. These divergences should be of a relatively
short-term nature, unless the circumstances warrant a longer term divergence from the permissible ranges. The
Company evaluates and rebalances asset allocations as appropriate and reviews the Plan to make sure that the
Plan remains properly funded to protect the benefit security of the participants. The Company makes
contributions that are sufficient to fully fund its actuarially determined costs, generally exceeding the minimum
amounts required by the Employee Retirement licome Secunty Act. The -Company expects 10 contrlbute
approxmately $10 m!l]lOIl to the Plan in 2007
Savmgs and Prof' it Sharmg Plans—Al] U.S. full-time, part-time and certain.temporary employees of the
Company are-eligible to- participate-in The PMI Group, Inc. Savings and Profit-Sharing Plan (“401(k) Plan™).
Eligible -employees who participate in the 401(k) Plan may receive, within certain limits, matching Company
contributions. The Company contributions recognized as expense were $3.3 million for 2006, $3.2 million for
2005 and $2.4 million for 2004. Contract underwriters are covered under The PMI Group, Inc. Alternate 401(k)
Plan, under which there are no matching Company contributions. In addition to the 401(k) Plan, the Company
has an officers* deferred compensation plan available to certain employees. The obligation related to the deferred
compensation plan was $22:5 million: and-$19.2 million as of December 31,2006 and 2005, respectively, and is
included in-other liabilities and accrued éxpenses. o : X : e

NOTE le. SHARE—BASED COMPENSATION

-

- Equity Incennve Plan—-The PMI Group’s Amended and- Restated Equu:y Incentive Plan (the “Equity
Incentive Plan”) provides for awards of both non-qualified stock options and incentive stock options, nonvested
shares, stock appreciation- rights subject to forfeiture and restrictions on transfer, and performance awards
entitling the recipient 1o receive cash or common shares in the future following the attainment. of .performance
goals determined by the Board of Directors. Stock options are granted with an exercise price equal to the market
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value on the date of grant, and generally expire ten years’ from the grant date and have a three-year vesting
period. The Equity Incentive Plan provides tor the granting of nonvested shares to officers and key employees.
Nonvested shares issued under the Equity Incentive Plan to date generally vest.-annually between two to four
years and holders are entitled to dividends and voting rights. Under the Equity Incentive Plan, non-employee
directors receive quarterly, non-discretionary grants of stock units with an initial value of $25,000. The number
of units granted depends on the fair market value of the Compaﬁy’s common shares on the grant date but each
stock unit has an initial value equal to the fair market value of one common share on the grant date.
Non-employee director grants of stock units vest on the earlier of the fifth anniversary of the applicable grant
date and termination of board service.

Employee Stock Purchase Plan—The PMI Group, Inc. Employce Stock Purchase Plan (“ESPP”) allows
eligible employees to purchase shares of the Company’s stoct at a 15% discount to fair market value as
determined by the plan. The ESPP offers participants the 15% discount to current fair market value or fair market
value with a look-back provision of the lesser of the duration ant employee has participated in the ESPP or two
vears. Based on the features of the ESPP, il is considered compensatory according to the provisions of SFAS
No. 123R. Under the ESPP, the Company issued 128,467 treasury shares in 2006, 139,884 treasury shares in
2005 and 96,021 treasury shares in 2004. The Company’s adopéion of SFAS No. 123(R) in the first quarter of
2006 required expense recognition of the amount of the discount|to current fair value of ESPP shares purchased
by employees. '

Impact of the Adoption of SFAS No. /23R—The Company, adopted SFAS No. 123R using the modified
prospective method beginning January 1, 2006. Accordingly, during 2006, the Company recorded stock-based
compensation expense for awards granted prior to, but not yetlvested at January 1, 2006, as if the fair value
method required for pro forma disclosure under SFAS No. 123 were in effect for expense recognition purposes,

adjusted for estimated forfeitures.

The Company has recognized compensation expense for all awards -granted based on the estimated grant
date fair value method using the Black-Scholes option pricing model to determine the fair value of stock options
and ESPP shares. For stock options, compensation expense is jrecognized using the accelerated amortization
method. The determination of the fair value of stock-based payment awards on the date of grant using an option-
pricing model is affected by the Company's share price as well as assumptions regarding a number of complex
and subjective variables. These variables include the Company’s expected share price volatility over the expected
term of the awards, actual and projected employee stock option lexercise behaviors, risk-free interest rates, and
expected dividends. .

[
.
-

As SFAS No. 123R requires; that share-based compensation lexpense be based on awards that are ultimately

expected to vest, share-based compensation for the year ende
estimated forfeitures. The Company is required to estimate
estimates in subsequent periods if actual forfeitures differ from
data to estimate pre-vesting option forfeitures and record sh
awarids that are expected to vest. '

Prior 10 adopting SFAS No. 123R, tax benefits resulting fron
operating cash flows in the consolidated statement of cash flows

>d December 31, 2006 has been reduced for

those estimates. The Company uses historical
-based compensation expense only for those

eritures at the time of grant and revise those

h the exercise of stock options were included in
. SEAS No. 123R requires cash flows resulting

. 1 . L :
from excess tax benefits to be classified as a part of cash flows from financing activities. Excess tax benefits are

realized tax benefits from tax deductions for exercised options i
share compensation costs for such options. This requirement red
financing cash flows in periods after adoption. Total cash flows
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been reported under prior accounting rules. As a result of adopting SFAS No. 123R, $1.3 million of excess tax
benefits for the year ended December 31, 2006 have been classified in cash flows from financing activities. Cash
received from option exercises and the ESPP for the years ended December 31, 2006, 2005 and 2004, was $41.6
million, $20.7 million and $25.4 million, respectively. The actual tax benefit realized for the tax deductions from
option exercise of the share-based payment arrangements totaled $6.2 million, $3.8 million and $8.2 mllllon
respectively.

+ The following table summarizes the effect of adopting SFAS 123R for the year ended December-31, 2006:

Had the Company Effect of .
not adopted Adopting As Reported at
SFAS No. 123R SFAS No. 123R December 31, 2006

! (Dollars in thousands, except per share data)

Compensation cost recognized during the year due to ; : e
adoption of SFAS 123R .......... e b — $12,152 $ 12,152

Income before income taxes . ........... e 571,867 12,152 559,715
Netincome .............. e P e 429,033 9,382 419,651
Cash flow from operalmg actvities . ... ... ... ... ) 381,506 10,871 3092 377
Cash flow from financing activities .. ... S .(504,430) 1,281 (503,149)
Basic earnings per share ......... e RCTER 4.96 0.11 4.85
Diluted earnings per share.. .......... J . 4.67 0.10 457 -

As of December 31, 2006, there was $6.3 million of Gnrecognized compensation cost, adjusted for estimated
forfeitures, related to non-vested share-based payments granted to employees. This unrecognized expense is
expected to'be recognized over a welghted average period of 2.1 years. Total unrecognized compensation cost‘
will be adjusted for future changes in estimated forfeitures. :

Valuation Assumptions—The fair value of share options granted to employees is estimated on the date of
the grant using the Black-Scholes option pricing model. This option pricing model was developed to éstimate the
_ fair value of freely tradable and fully transferable options without vesting restrictions, which differ from the
Company’s’ stock option program. The model also requires considerable judgment, including’ assumptions
regarding future share price volatlhty and expected time to exercise, which greatly affect the calculated value of
stock 0p[10ﬂ grams

The Company aggregates ‘similar groups of employees with respect to exercise and ° post-vesting.
employment-termination behaviors for its option pricing model assumption estimation process. The Company
estimates the expected term- of options granted by analyzing historical exercise and post-vesting behavior of
employees for similar stock option grants. Expected volatility is estimated using the historical volatility of the
common stock over the expected term of the options.’ If new of different information that would be useful in
estimating expected volatility becomes available, the Company may incorporate that information into future
estimates. The Company considers expected-changes' of 'future dividend policy for selection ‘of expected
dividends. The risk-free intérest rate that the Company uses in the option pricing model is based on the U.S.
Treasury zero-coupon yield curve with remaining terms similar to the expected terms on the options.

L B . FEREN - P '
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The fair value of each stock option grant is estimated on the d
pricing model with the following weighted-average assumptions:

1

Expected volatility . .. ... ... e e
Expected dividends

Expected term (in yeais)
Risk-free rates

Share-Based Compensation Activity

A ‘summary of the share-based compensation activity under
2006 and changes during the year then ended is presented below:

UBSIDIARIES
TATEMENTS—(Continoed)

ate of the grant u
1 .

sing the Black-Scholes option

b

Year Ended December 31,

2006 2005 2004
.............. 288% 30.6% 33.5%
.............. 0.49% 047% 0.39%
.............. 43 60 - 60
.............. 440% 4.23% 427%

the Equity Incentive Plan as of December 31,

+

2004

2006 2005 .
Weighted Weighted . Weighted
Shares Average Shares - Average Shares ' Average
Under Exercise Under Exercise Under Exercise
Option Price Option Price Option Price
Qutstanding at beginning of year ....... 5,289.941  $32.40| 5,851,792 $30.33 .5,871,981 + $26.36
Granted ............ PN 1,352,693 . $43.02( 1,321,316 $38.21 1,389,271, $35.70
Exercised ............ ... .. .. ... (1,281,025) $30.89| (839,000) $26.46 (1,236,800) $21.96
Forfeited ....... ... . oo iiite. (34,726) $%27.68 (44,167) $35.48 ‘ (172,660) $34.62
Outstanding atend of year ............ - 5,326,883 $35.26| 6,289,941 $3240 5,851,792 '$30.33 -
Vested and Exercisable at yearend ... ... 3,077,409 $33.34| 5959913 $32.61 3,677,572 $27.16
Weighted-average fair value of options
granted ......... ... e . . $12.84 . %1394 _ $14.86
Reserved for future grants . ............ 4,494,737 — 5,879,431 — 7394374 . —

. [ . .
The total intrinsic value of options exercised during the yea
was $18.7 million, $11.4 million and $24.8 million, respectively

s ended December 31, 2006, 2005 and 2004: '
. The weighted-average remaining contractual

life of options outstanding as of December 31, 2006 and vested an

d exercisable as of December 31, 2006 was 5.7

and 4.9 years, respectively. Aggregate intrinsic value for the opt%‘ons outstanding as of December 31, 2006 and
vested and exercisable as of December 31, 2006 was $75.3 million and $70.2 million, respectively...

« . Pro Forma I}tformation for Periods Prior to the Adoption|of SFAS No. 123R--Prior to the adoption of
SFAS No. 123R, the Company accounted for share-based compensation transactions using the intrinsic value

method as prescribed by APB No. 25 and provided the disclosures
SFAS No, 148. Employee share-based compensation expense
reflected in the consolidated results of operations for the year e
option awards as all options were granted with an exercise pric
common stock on the date of grant. The ESPP was deemed no
No. 25. Forfeitures of awards were recognizzd as they occurred
method, previously reported amounts have not been restated to r¢
No. 123R.

148

required under SFAS No. 123, as amended by
recognized under SFAS No. 23R was nol
nded December 31, 2005 for employee stock
¢ equal to the market value of the underlying
n-compensatory under the provisions of APB
In accordance with the modified prospective
>flect, and do not include, the impact of SFAS
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. Previously under SFAS No. 123, the Company was required to disclose the pro forma effects of using the
fair value method on consolidated net income and earnings per share. If the computed fair values of the awards
had been amortized to expense over the vesting period of the awards, the Company’s consolidated net income, -
basic net income per.share and diluted net income per share would have been reduced to the pro forma amounts
indicated below:

o T _— 2005 2004

{Dollars in thousands,
except per share,

_ : amounts) -

Net income: : ot
Asteported .......... .. A e $409,169 $399,333
Less: Stock-based employee compensation expense determined under fair value based : ‘

method for all awards, net of related tax effects . ... ....... ... ... . . ..., oulsd T (19,652) 0 (13,635)
Proformanetmcome ........................... _ i ...l 389517 385,698
Interest and amomzatlon expense NEEOFTAXES + o v vvve e s e e e e e 7,648 7,685
Pro forma net income for diluted EPS calculation .. .................. e $397.165 $393,383
Basic earnings per share: ) : . o ‘ , o .. _ E
ASTEPOTIE ...\ttt ettt e e et e et e e $.° 446 - 418
Proforma..... ... .. ... . . i e .5 425 % 404
Diluted earnings per share ' : : SR
Asreported . ... ................. e .. 8 410 $- 387
Proforma . .. e A $ 391 $ 374

(- . : . S
' v Share-based_ employee compensation expense, net of related tax effects, for'2005 includes the acceleration '
of employee stock options during 2005. On May 19, 2005, the Company approved the acceleration of the vesting
of certain unvested out-of-the-money stock options awarded under the Company’s Equity Incentive Plan to all
officers and employees. The affected options were those unvested options outstanding with exercise pnces
greater than $37.00 per share, which was the closing price of the Company’s common stock on-May 19, 2005. As
a resuit of this acceleration, unvested options granted in 2005 and 2004 to acquire approx1mately 2.3 million
shares of the Company’s common stock, which olhermse would have vested on an annual basis through

March 14, 2008, became 1mmedlalely vested. :

NOTE 17. BUSINESS SEGMENTS

Reporting segments are based upon our internal organization structure, the manner in which the Company’s
operations are managed, the criteria used by our chief operating decision-maker to evaluate segment
performance, the availability of separate financial information, and overall materiality considerations.
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The following tables present information for reported segme

for the years indicated:
(S R

]

T

Revenues:

Premiumseamned.......................

Net investment income
Equity in earnings (losses) from
. unconsolidated subsidiaries

Net realized investment gains (losses)
Other (loss) income

. Total revenues

Losses and éxpenses:
Losses and loss adjustment expenses

Amortization-of deferred policy acquisition -
LR .
COSIS "\ ot e

- Other underwriting and operating
. expenses
Net costs to exchange and extinguish long-

term debt

Litigation (recovery) settlement. .. .........
Interestexpense . . ........cooihii i

Total losses and expenses

Income (loss) before income taxes .. .
. RN N . .

[ncome tax (benefit) from continuing
" operations’ '

Net incbiné (loss)

Totalassets . ......................

r

nt income or loss and segment assets as of and

. Year Ended December 31, 2006
U.S.
Mortgage
Insurance International Financial Corporate  Consolidated
Operations Operations Guaranty and Other Total
(in thousands)
$ 687,993 % 172471 §$ 1 $ 65 $ 860,530
105,893 65,842 2,037 21,529 195,301
20,308. — 107,213 212y . 127,309
3,789 3,602 — (4,635) 2,756
(69) 6,684 — 13,526 20,141
817,914 248,599 109,251 30,273 i,206,037
263,037 39,901 — “(2) 302,936
51979 116378 1 — 68,358
103,408 41,935 716 91,709 237,768
— — — 2,044 2,044
(2,839) — — . — . {2839
2 125 569 37,359 38,055
415,587 98,339 - 1,286 131,110 . 646,322
402,327 150260 107,965 (100837) 559,715
112,010 - 46,747 10,706 (29,399) 140,064
$ 290317 $ 103513 § 97259 $ (71438) $ 419,651
$2,392,822 $1,4II47,087 $1,164,634 $ 315,603 $5,320,146
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X

—_— ) Year Ended December 31, 2005

MoUri:ege

[ . T Insurance International  Financial  Corporate Consolidated

' A T . Operations Operations Guaranty  and Other Total

(in thousands)
Revenues:
Premiumseamed .............0 ..o iuunn. $°665190 $. 152336 § — § 76 $ 817,602
Net investmentincome . ..............c.... {104,339 57,155 — 17969 . 179,463
Equity in earnings (losses) from unconsolidated o o C
subsidiaries . ....... ... .. .. ... ... ... .. . 18,811 — 79,752 (678) 97,885

Net realized investment gams (losses) f........ Y T %) 75 3 — - (2,588) - 2050
Other (loss) income .......0 ;0 i, - §3)] 2,825 —_ 17,959 . 20,783
' _ Total FEVENUES . . ... .. _ 792,902 212,391 - 79,752 32,738 1,117,783
Losses and expenses . ' ; 7 .
Losses and loss adjustment & expenses R 253,440 4,339 — — 257,779
Amortization of deferred pohcy acqulsluon ' .
RO L . 59,647 14,740 — pp— 74,387
Other underwriting and operating expenses R 103,149 41,855 T — - . 68,645 213,649
Interestexpense B B % 3 — 31,123 31,137

Total losses and expenses ..... . . 416,242 60,942 — " 99,768 576,952
Income {loss) before income TAXES ..t . 376,660 151,449 79,752 '(67,03_0) 540,831
Income tax (beneﬁt) from continuing - T ' _
" operations+ . 0L L. e e 101,221 45,996 7,55’3 (23,108) 131,662

Net income (loss) ........... e $ 275439 $ 105453 $ 72,199 '$(43,92'2) $ 409,169

Total ASSetS . . .. ..oeereneeernnnn .. $2,521.475 $1,162,387 $836,752 - $733,522 $5,254,136

-
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Year Ended December 31, 2004

. US.
Mortgage
Insurance International  Financial  Corporate Consolidated
Operations Operations Guaranty  and Other Total
{in thousands}
Revenues: . .
Premiumsearned .................. .0 . ... $ 634,004 $ 136321 § — % 74 $ 770,399
Net investment income ........ooveeloneen.. © 102,230 47,001 — -+19,288 1 168,609
Equity in earnings from unconsolidated . oo T ' S
subsidiaries ........: ... .. o .. 15,280 — 67,844 .. 430 . 83,554
Net realized investment gains (losses) ........ - 2,582 595 — (556) . .-.2,621
Realized capital loss on equity investment held ., S . .o
s forsale ... e — — — {20,420y . ,(20,420)
Other iNCOMme . .. oot 47 7.342 - 26,084 33,473
Total revenues . ..................... 754,143 191,349 67,844 24,900 1,038,236_
Losses and expenses: R o :
Losses and loss adjustment expenses ......... T 233,157 4,125, — — 237,282
Amortization of deferred policy acquisition- o e
COSES .« ottt e e 72,129 13,087 - — . 85,216
Other underwriting and operating expenses 101,387 31,388 — 71,920 . 204,695
Litigation (recovery) settlement - ............ (2,574) -— — e (2,574)
INterest eXPense . .......vuvvnneeenaaan .. 62 73 — 34491 34,626
Total losses and expenses ............. .. 404,161 48,673 - '106,411. 559,245
Income (loss) from continuing operations before o L
INCOME TAXES .. v vt i ereeee e 349,982 142,676 67,844 (81,511 478,991
Income tax (benefit) from continuing -+ -~ T e T
OPErations .. ........iieiiiinereann .. 95,467 42,761 7,142 (32911) 112,459
Income (loss) from continuing operations '
after income taxes ..................... 254,515 99,915 60,702  (48,600) 366,532
Income from discontinued operations before l
INCOME LAXES .« o oo ot e v e eein it — — — 5,756 5,756
Income taxes from discontinued operations .. .. — - — 1,958 1,958
Income from discontinued operations after
incometaxes ................ ... ..., —_ — — 3,798 3,798
Gain on sale of discontinued operations after
income taxes of $16,536 .. .. ........ ... .. — — — 29,003 29,003
Netincome (loss) .................... $ 254,515 $ 99915 §$ 60,702 $(15,799) $ 399,333

Totalassets ............cciviinnn

$2,540,303 $

‘1,114,198 $774,880 $716,586 $5,145,967
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NOTE 18. STATUTORYACCOUNTING ‘ T I

The Company s domestic i msurance sub31d1ar1es prepare statutory-bas1s financial sta[emenls in accordance
with the accounting practices prescrlbed or permltted by their respectlve state’s depanment Of insurance, which is
a comprehensive basis of accounting other than GAAP.

. The followmg table presents PMI's statutory net income, statutory surplus, and commgency reserve liability
as of and for the years ended as, follows

.
N L

- © e 2006 T 2005 © 2004
- . (Dollars in thousands)
Statutory netincome .......... e eeneeio... 8 315,137 0§ 201,862 8§ 249,136
Statutory surplus .. ....... o e e PR $ 638,011 $ 619,149 $ 747,022
Contingency reserve liability el o Mo $2,738358  $2,589,290° $2,401.452

Under the insurance laws of the State of Anzona and several other states, mortgage insurers are required to
establish a spec1a1 contmgency reserve included in total liabilities, with annual additions equal to 50% of
premiums eamned for that. year. During 2006, PMI contributed $346.7 million to the reserve, This reserve is
. required to be maintained for a period of 120 months to protect against the effects of adverse economic cycles
After 120 months, the reserve is released to unassigned funds. During 2006, $197.6 million was released to
unassigned funds. In the event an insurer’s loss ratio in any calendar year exceeds 35%, however, the insurer may
withdraw from its contingency reserves an amount equal to the excess pomon of such losses.

NOTE 19. * CAPITAL SUPPORT AGREEMENTS

PMI’s financial strength ratings from- certain rating agencies have been based on various capital support
commitments -from Allstate  (“Allstate Support Agreements”). On October 27, 1994, the Allstate Support .
Agreements were terminated with respect to policies issued after October 27, 1994, but continue in modified .
form (as so modified, the “Runoff Support Agreement”™) for policies written prior to such termination, Under the .
terms of the Runoff Support Agreement, Allstate may, at its option, either directly pay or cause to be paid, claims ’
relating 1o policies written during the terms of the respective Allstate Support Agreements if PMI fails to pay
such claims or, in lieu thereof, make contributions directly to PMI or The PMI Group. In the event any amounts
are paid or contributed, the likelihood of which management believes is remote, Allstate would receive .
subordinated debt or preferred stock of PMI or The PMI Group in return. No payment obligations have arisen
under the Runoff Support Agreement. The Runoff Support Agreement provides PMI with additional capital
support for rating agency purposes,

The Runoff Support Agreement contains certain covenants, including covenants that (i) PMI will write no
new business after its risk-to-capital ratio equals or exceeds 23 to 1; (ii) PMI will pay no dividends if, after the
payment of any such dividend, PMI’s risk-to-capital ratio would equal or exceed 23 to 1; and (iii) on the date that
any of the following events occur: {(a) PMI’s risk-to-capital ratio exceeds 24.5 to 1, (b) Allstate shall have paid
any claims relating to PMI policies directly to a policyholder or by paying an amount equal to such claims to
PMI, or to The PMI Group for contribution to PMI, pursuant to the Runoff Support Agreement, or (c) any
regulatory order is issued restricting or prohibiting PMI from making full or timely payments under policies, PMI
will transfer substantially all of its assets in excess of $50.0 million to a trust account established for the payment
of claims. As of December 31, 2006, less than 30.1 billion of risk in force was subject to the Runoff Support
Agreement.
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In 2001, PMI executed a capital support agreement whereby
conditions, to maintain CMG MI's risk-to-capital at or below 18.

UBSIDIARIES
TATEMENTS—(Continued)

it agreed to contribute funds, under specified
D to 1. PMI’s obligation under the agreement is

limited to an aggregate amount of $37.7 mllllon exclusive of ca;:ttal contnbutlons made’ prmr to April 10, 2001.

As of December 31, 2006, CMG MI's risk- to—capltal ratlo
December 31, 2005.

PMI has entéréd’into capital support agreements with PMI

as 126 to" 1 compared to 122 t6 1 as of

Austraha PMI Europe and PMI Guaranty that

could require PM! to make additional capital contributions to those submdlarles for rating agency purposes. The

PMI Group guarantees the performance of PMI's capital support g

NOTE 20. QUARTERLY FINANCIAL INFORMATION (U

A.. summary of selected quarterly results follows: ‘

bligations.

NAUDITED) SRS

1

Second Third | Fourth Year ¥

Dollars in thousands, expect per share data)

”

$299.438 ~$300,920"'$317,821° $1,206,037
$109,615, $104,238 $100,450 $ 419,651
1.24 122 1210 7 485
114 116 119 457

Second Third Fourth Year *

ws . _m
Total eperatiens: ' o Swo o
REVENUES ..ol e . $287,858
Netincome .................0..... Cecee..t $105,348
BasicEPS ....... SO 1.18
Diluted EPS ."........... s REERPRY e © 109
w First

Total operations:

Revenues ...... e e e s e $274.825
Net,income ...... P i e .o $101,158
BasicEPS ........ AP B :o 1.08
D11utedEPS....‘ ...... e e '..::..f 1.00

* Due to the use of Welghled average shares outstandmg when ca]cutatmg earning
equal the per share data for the year.

—
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Dollars in thousands, expect per share data) -

$288,191 - $271,609 $283,158 $1,117,783
$104,585. . 95,711 $107,715 $..409,169
113 : i+ 1.05 121 ¢ w0 446
1.04 ° 097 S 4.10

Cy R

S per sha:e the sum of the quarlerly per share data rnay not




ITEM 9A. CONTROLS AND PROCEDURES T

Evaluation of Disclosure Controls and Procedures-—-Based on their evaluation as of December 31, 2006,
our principal executive officer and principal financial officer have concluded that, as of the end of the period
covered by this report, our disclosure controls and procedures (as defined in Rules 13a-135(e) and 15d-15(e) under
the Securities Exchange Act of 1934) were effective. o

R A
] Fy '

Management’s Report on Internal Contro] Over Fmanclal Reportmg—Managcments report is
contamed in Item 8 of this report.. .

| ooy ST

Changes in Internal Control Over Financial Reporting—The're were no changes in our internal coatrol
over financial reporting that occurred during our most recent fiscal quarter that have materially affected, or are
reasonably likely.to materially affect, our internal control over financial reporting.

et ' T - i - o Lo . - e H
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PART I

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The information coricei*riin’g The PMI'Gr’oup’s directors,

.
L B S
- F

3.

o L qr . S e d N
ncluding audit committee financial experts, as

well as certain other information concerning our executive officers, as required by this Item'is incorporated by
reference from The PMI Group’s Proxy Statement for its 2007 Annual Meeting of Stockholders'under the
captions ' “Nominees For Director of Theé PMI Group,” “Section 16(a) Beneficial Ownership . Reporting
Compliance” and “Corporate Governance.” Information regarding Executive Officers’ of The PMI Group is

included in a separate item captioned “Executive
incorporated by réferénce herein. - e '
P : LI

e -

[Ty i

The PMI Group has adopted a Code of Ethics for Senior Fin
principal executive officer, principal financial officer, and princi
of Ethics is available on The PMI Group’s website address at At

to any stockholder who requests it. The PMI Group intends to
provision of the Code of Ethics by posting such information on it

Certain other documents relating to The PMI Group’s corpo

Officers of tljle

e o

Registrant™ in Part I of this report, which is

ancial Officers that applies to The PMI Group’s
pal accounting officer and controller. The Code
tp:/Awww. pmigroup.com and is available in print
disclose any amendment to, or waiver from, a
5 website,

rate governance, including the Code of Business

Conduct and Ethics, which is applicable to The PMI Group’s ?irectors, officers and employees, the Board of
Directors Guidelines on Significant Corporate Governance Issues, and the charters of the Audit Committee,
Compensation Committee and Governance and Nominating Cotnmittee of The PMI Group Board of Directors,
are available on The PMI Group’s website’ address at http:/fwww.pmigroup.com. In 2006, we submitted to the
New York Stock Exchange the Annual CEO Certification required pursuant to Section 303A.12(A) of the
NYSE's Listed Company Manual. '

ITEM 11. EXECUTIVE COMPENSATION

The information required by this Item is incorporated by reference from The PMI Group’s Proxy Statement
for its 2007 Annual Meeting of Stockholders under the captions “Directors’ Compensation and Benefits,”
“Executive Compensation” and “Compensation Committee Interfocks and Insider Participation.”

ITEM 12, SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND
RELATED STOCKHOLDER MATTERS

The information required by this Item is incorporated by reference from The PMI Group’s Proxy Statement
for its 2007 Annual Meeting of Stockholders under the captiqns “Security Ownership of Certain Beneficial
Owners and Management” and “Executive Compensation—Equity Compensation Plan Information.”

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE

erence from The PMI Group’s Proxy Statement
pns “Compensation Committee Interlocks and
ctions™ and “Corporate Governance.”

The information required by this Item is incorporated by ref
for its 2007 Annual Meeting of Stockholders under the capti
Insider Participation,” “Certain Relationships and Related Transa

ITEM 14, PRINCIPAL ACCOUNTANT FEES AND SERVICES

erence.from The PMI Group’s Proxy Statement
Ratification of Appointment of Independent

The information required by this Item is incorporated by ref
for its 2007 Annual Meeting of Stockholders under Item 2.
Registered Public Accounting Firm.
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PARTIV .

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

1. Financial Statements: The following financial statements are included in Item 8.
Management’'s Report on Internal Control Over Financial Reporting
Report of Independent Registered Public Accounting Firm
Report of Independent Registered Public Accounting Firm on Internal Control Over Financial
Reporting .
Consolidated Statements of Operations for the years ended December 31, 2006, 2005 and 2004
Consolidated Balance Sheets as of December 31, 2006 and 2005
Consolidated Statements of Shareholders’ Equity for the years ended December 31, 2006, 2005 and
2004 : : ; ' K T
Consolidated Statements of Cash Flows for the years endéd December 31, 2006, 2005 and 2004
Notes to Consolidated Financial Statements

2. Financial Statement Schedules: The financial statement schedules listed below immediately precede
the Index to Exhibits and are filed as part of this Form 10-K. All other schedules ‘are omitted because
of the absence of conditions under which they are required or because the-required information is
included in the consolidated financial statements or notes thereto.

Schedule II - Condensed Financial Information of Registrant
Schedule IIT — Supplementary Insurance Information
" Schedule IV - Reinsurance "

3. Exhibits: Exhibits listed in the accompanying Index to Exhibits are filed as part of this Form 10-K.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this Report” to be signed on its| behalf by the undersigned, thereunto duly

authorized, in the City of:-Walnut Creek, State of California,

(Tn the 28th day of February, 2007.

THE F'Ml GROUP Inc.

BY:

.Is/ L. STEPHEN SMITH.

v " L. Stephen Smith ‘.
Chief Executive Officer

Pursuant to the requiremenis of the Securities Exchan se Act of 1934, this report has. been signed
below by the following persons on behalf of the registrant and|in the capacities and on the dates indicated.

Name

/s/ L. STEPHEN SMITH |

¢,

L. Stephen Smith

/s/ DoNALD P. LoFg, JRr.

Donald P. Lofe, Jr.

I8/ THoMas H. JETER

Thomas H. Jeter

fa . ey

/s/  MARIANN BYERWALTER

Mariann Byerwalter

/s/ DRr. JaMmEs C. CASTLE

Dr. James C. Castle

/s  CARMINE GUERRO

"Carmine Guerro

/s/ W.RoGER HAUGHTON

W. Roger Haughton

/s/ WAYNE E. HEDIEN

Wayne E. Hedien

/st Louis G. Lower H

Louis G. Lower I1

/s/ RaymonD L. Ocampo JR.

Raymond L. Ocampo Jr.

P
Title

Chief Exccuiive Officer, ;Director '

Executlve Vice President and Chlef
Financial Ofﬁcér .o '

Senijor Vice President Chief
Accounting Officer and Corporate
. Controller -, -| = . ‘.
Director
Directer
Director
Director
Director

Director

Director
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Date

February 28, 2007

February 28, 2007

February 28, 2007

February 28, 2007

February 28, 2007

February 28, 2007

February 28, 2007

February 28, 2007

February 28, 2007

February 28, 2007




Name

/s!  JoHN D, ROACH

John D. Roach

/s/  DR. KENNETH T. ROSEN

Dr. Kenneth T. Rosen

/s/  STEVEN L. SCHEID

Steven L. Scheid

/8! JOSE H. VILLARREAL

José H. Villarreal

/s/ MARY LEE WIDENER

Mary Lee Widener

/s/ RoNaLD H. ZECH

Ronald H. Zech

Director

Director

Director

Director

Director

Director

Title
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THE PMI GROUP, INC.

SCHEDULE II—CONDENSED FINANCIAL INFORMATION OF REGISTRANT

CONDENSED STATEMENTS OF OPERATIONS

PARENT COMPANY ONLY
Year ended December 31,
. 2006 2005 2004
: (Dollars in thousands)
REVENUES
Equity in earnings from subsidiaries ....................... L. $480,488 3448367 $416,007
[nVesStmMEeNt INCOME .. ... . ettt e e : 21,290 17,250 18,624
Net realized investment 105868 . . ... ... . i i e (4,635) - (488) (555)
Realized capital loss on equity investment held for sale (Note D) .......... — — (20,420)
Otherincome . ................. P .25 (1,748) —_
Total revenues . ............ e 497,168 463,381 413,656
EXPENSES
Underwriting and operating eXpenses . ................cooiiiiiiiiinn. 44,856 31,926 34,737
Net costs to exchange and extinguish long-termdebt .................... 2,044 — —
C IETESL EXPEISE . . ot e e e e 37,928 31,123 34,491
Total eXpenses ... ... ... i 84,828 63,049 69,228
Income from continuing operations before income tax benefit . ... ... .. 412,340 400,332 344,428
Income tax benefit from continuing operations ..................... ..., 7,311 8,837 22,104
Income from continuing operations after income tax benefit ......... .. 419,651 409,169 366,532
Equity in earnings from discontinued operations . . ...................... — = 5,756
Income taxes from equity in earnings from discontinued operations ........ — — 1,958
Equity in earnings from discontinued operations after income taxes . .. .. — « 3,798
Gain on sale of discontinued operations, net of income taxes .............. — — 29,003
$409,169 $399,333

NETINCOME ...............iiiuiiiiiiniiin., TR $419,651

See accompanying supplementary notes to Parent Company only condensed financial statements.
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THE PMI GROUP, INC.

SCHEDULE II—CONDENSED FINANCIAL INE

CONDENSED BALANCE SHEETS

PARENT COMPANY:

ASSETS

Fixed income securities available-for-sale, at fair value
(amortized cost of $40,999 and $173,936) (Note B) .......

Short-term inVeStMENTS . ..ottt tn it e ie it annnns

Total INVESIMENTS ...\t v e e e e et
Cashand cashequivalents . ...... ... ... ... ... .. ...
Investments in subsidiaries ... ...... .. .. .. .. ...
Other assets . ....oovriin it a e e

Totalassets ........... ...t iiiinnnnes

LIABILITIES
Long-termdebt (Note C) . .......... ... .. ... ... ... ...
Other liabilities. . ... ... ... .. e

Total liabilities . ... ................ ... ... ...

SHAREHOLDERS’ EQUITY 7
Preferred stock—$0.01 par value; 5,000,000 shares anthorized;
none issued oroutstanding .. ... ... ... i
Common stock—3$0.01 par value; 250,000,000 shares
authorized; 119,313,767 shares issued; 86,747,031 and
88,713,377 shares outstanding . .............. ... .....
Additional paid-incapital .~ ... .. ... .. . o o i
Treasury stock, at cost (32,566,736 and 22,623,577 shares) ...
Retainedearnings ........... .. .. iiiii i iinnnnn
Accumulated other comprehensive income, net of deferred

Total shareholders’ equity ....................

Total liabilities and shareholders’ equity ........

-

ONLY

'TORMATION OF REGISTRANT

As of December 31,

2006

2005

$ 41422

41,422
140,639
3,850,756
133,898

$ 4,166,715

$ 496,593
101,532

. 598,125

1,193

858,188
(1,164,214)

3,609,343

264,080
3,568,590
$ 4,166,715

{Dollars in thousands, except share and per share data)

$ 173,728
116,822

290,550
279,588
3,488,238
75,118

$4,133,494

$ 819,529
83,175

902,704

1,114

466,474
(652,957)

3,207,737

208,422
3,230,790
$4,133,494

See accompanying supplementary notes to Parent Company only condensed financial statements,
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THE PMI GROUP, INC.
SCHEDULE II—CONDENSED FINANCIAL INFORMATION OF REGISTRANT

CONDENSED STATEMENTS OF COMPREHENSIVE INCOME

PARENT COMPANY ONLY

NET INCOME ... . i e e it
Change in unrealized gains on investments, net of deferred taxes of $497,
5(13,674)and $1,793 ......... ... e e e
Reclassification of realized gains losses included in net income, net of
O I
Net unrealized losses from derivatives designated as cash flow hedges, net of

Year ended December 31,

2006

2005 2004

(Dollars in thousands)

$419,651

$409,169 $399,333

(1,049) (20,486) 8,650

(791) (2697 (1,704)

deferredtax benefits . ... ... i e (5.864) —_ —
Accretion of cash flow hedges to interestexpense ...................... 116 — —
Change in currency translation gains ..................: e e 65,400 (55,033) 31,666
Other comprehensive income {loss), netof taxes . .. ................... 56,812 - (78,216) 38,612
$476,463. $33b,953 $437,945

COMPREHENSIVEINCOME .................... e

See accompanying supplementary notes to Parent Company only condensed financial statements.
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THE PMI GROUP,

INC.

SCHEDULE II—CONDENSED FINANCIAL INFORMATION OF REGISTRANT
CONDENSED STATEMENTS OF CASH FLOWS

PARENT COMPANY

'
-

CASH FLOWS FROM OPERATING ACTIVITIES
Net income
Equity in earnings from discontinued operations, net of income taxes ..........
Gain on sale of discontinued operations, net of income taxes . ... .............
Extradrdinary gain from write-off of negative goodwill, net of income taxes ....

ONLY

Income from continuing operations before extraordinary item .. ...l e e
Adjustments to reconcile net income before exunordmar\' item to net cash prowdcd by operating
activities:
Equity in earnings from subsidiaries ............ .. ... . oo
Net realized investment FOSSES .. ... ...ttt it i e
Realized capital loss on equity investment held forsale ... .............. 0. e
Depreciation and amortization i ..................
+ Compensation expense related to stock options and employee stock purchase plnn ..............
Excess tax benefits on the exercise of employee stock options _...........! L
* Net costs to exchange and extmgmsh long-termdebt .................... L
Deferred inCOME tAXES - v ..o .ot ii s e ian i ir i nnr i reaee e L
Changes in:
L1157 L P
Net cash (used in) provided by operating activities . ......... L .................
CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from sales and maturities of fixed income securities . ........ .. oo
Proceeds from sale of equity investmentheld forsale .......... ... .. .. oot
Proceeds from sale of investments in wholly owned litle insurance subsidiary (..................
Investments in unconsolidated subsidiaries, net of distributions .. ........ .. ... oL
Net change in related party receivables .. .. ... ...
Investment insubsidiaries . ... i
Dividends received from subsidiaries (Note E) . .. ... .o oot e o

Purchases of fixed income securities
Net change in short-term investments

Net cash provided by (used in) continuing operations
Net effect of discontinued operations

Net cash provided by investing activities , . . _................

CASH FLOWS FROM FINANCING ACTIVITIES

Net proceeds from issuance of long-term debt
Net repurchase of senier notes
Extinguish and repayment of long-term debt, net of expenses
Proceeds from issuance of commonshares .. ............... ...
Purchase of treasury stock
Proceeds from issuance of treasury stock
Excess tax benefits on the exercise of employee stock options
Dividends paid to shareholders

Net cash used in financing activities

Foreign currency translation adjustment

Net (decrease) increase in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Year ended December 31,
2006 2005 2004
(Dollars in thousands)
$419,651 $409,160 $ 399,333
— — (3,798}
— — {29,003)
419.651'  409.169., 366,532
(480,488) (448.367) (416,007
(4,635 488 555
— — 20,420
‘2,209 2,017 1,773
12,152 —_ —
(1.281) — —
2,044 — —
(9.749) 16,514 21D
(17,391} 23,499  (28,643)
(68,218) 3320  (55,581)
130,390 53,665 62292
14,184  98.846 —
— — 115,063
1,782 3,744 (13)
(54,228) 13420  (24,385)
(202,024) — —
360,000 309485 150,000
— — (93,801}
116914 (3,618) (113,204)
367,018 475542 95,952
—_ — 4,383
367,018 475542 100,335
385,993 — —
(298,768) — (14)
(425,338) — —
345,000 — —
(535,000) (250.002) (99.998)
41,728 — —
1,281 29,879 6,325
(18,045) (17.795) (15,738)
(503,149) (237,918)  (79,425)
65400  (55,033) 31,665
(138,949) ' 185,911 {3,006)
279588 93,677 96,683

140,639 $ 279588 § 93,677

See accompanying supplementary notes to Parent Company only condensed financial statements.
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THE PMI GROUP, INC.
SCHEDULE II—-CONDENSED FINANCIAL INFORMATION OF REGISTRANT

" PARENT COMPANY ONLY - ’
SUPPLEMENTARY NOTES

A. Basis of Presentation

The accompanying The PM!I Group, Inc. (“Parent Company™) condensed financial statements should be
read in CDI]_]UIICUO!] with Item 8. Financial Statements and Supplementary Data of this Form 10-K. The Parent
Company’s subsidiaries are presented using the equity method of accounting. Net income of these subsrdlanes is
reported as equity in earnings of subsidiaries.

Certam amounts applicable to prior years have been reclassified to conform to classrﬁcatrons fo]lowed in

2006.

The preparation of Condensed Financial Statements in conformity with U.S. generally accepted accounting
principles (“U.S. GAAP”) requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and the disclosure of contingent assets and liabilities at the date of the financial
- statements and the reported amounts of revenues and expenses during the reporting period. Actual results may
differ from those estimates.

B. Investments

The Parent Company classifies its fixed income securities as available-for-sale, and as such, they are carried
at fair value. The amortized cost of fixed income securities is adjusted for amortization of premiums and
accretion of discounts to maturity, which are included in net investment income. Changes in fair value are
reported as a component of other comprehensive income. The Parent Company $ investments in ﬁxed income
securities are composed of corporate bonds and agency securities.

C. Long-Term Debt and Revolvmg Credit Facility

As of December 31, 2006 and 2005, the carrying value of long -term and short-term debt outstandmg issued
by-The PMI Group, was as follows:

2006 2005
(In thousands)
6.000% Senior Notes, due 2016 ... ..ottt i $250,000 3 —
6625%SemorNotesdue2036....................................._. 150,000 —
5.568% Senior Notes, due November 15, 20080 ... ., . A I, ~ 45,000 ‘345,000
6.75% Senior Notes, due November 15,2006 .............. ... ..... e — 62,950
'_ 2.50% Senior Convertible Debentures due July 15,2021 ........... e — 359,986

8. 309% Junior Subordinated Debentures, due February 1,2027 ... .. 51,593 51,593 °

Total debt . .. ... e e $496,593 $819,529 ..

I Prior to August 10, 2006, the interest rate on these Senior Notes was 3.0%. Pursuant to the remarketing that
occurred on August 10, 2006, the interest rate was increased to 5.568%,

6.000% and 6.625% Senior Notes—In September 2006, the Company issued $250 million.in principall

amount of 6.000% Senior Notes, due September 15, 2016 and $150 million in principal amount of 6.625% Senior
Notes, due September 15, 2036. The Company utilized most of the proceeds from the issuance of the 6.000% and
6.625% Senior Notes to redeem the 2.50% Senior Convertible' Debentures due 2021, as discussed further below.
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The 6.000% Senior Notes and the 6.625% Senior Notes bear inte
payable semi-annually in arrears on March 15 and September |5 of each year, beginning on March 15, 2007, The
PMI Group may redeem the 6.000% and 6.625% Senior Notes in|whole or in part at any time at the “make-whole
redemption price”. The “make-whole redemption price” will be equal to the greater of (a) 100% of the principal
amount of the 6,000% and 6.625% Senior Notes to be redeemed and (b) the sum of the present values of the
remaining scheduled payments thereon discounted to the date of redemption, on a semi-annual basis (assuming a
360-day year consisting of twelve 30-day months), at a rate equal to the applicable treasury rate plus 25 basis
points for the 6.000% Senior Notes and 35 basis points for the 6.625% Senior Notes, plus in the case of either
(a) or (b), any interest accrued but not paid to but'excluding the date of redemption. In connection with the
issuance of these Senmior Notes, the Company ‘entered into ulvo interest rate lock agreements which were
designated as cash flow hedges. The fair value of the cash flow hedgés was settled for $9.0 million and is
amortized into interest expense over the terms of the new senior Hebt that was issued. As of December 31, 2006,
the unamortized balance in the other comprehensive income related to these fair value hedges was approximately
$8.8 million (pre-tax). The 6.000% and 6.625% Senior Notes are unsecured and will rank equally in right of
payment with all of The PMI Group’s other existing and future senior unsecured indebtedness. ‘

rest at a rate of 6.000% and 6.625% per annum,

*6.75% Senior Notes—In November 1996, the Company issued $100 million in face amount of 6.75%
Senior Notes. As of December 31, 2005 and 2004, $63.0 million of-face amount remained outstandifig. Thése
notes- bore interest at the rate of 6.75% per annum paid semian(lually and matured on November 15, 2006, On
November 15, 2006, the Company repaid the aggregate principal amount of its 6.75% Senior Notes. o

5.568% Senior Notes—The 5.568% Senior Notes related to|the issuance in November 2003 of 13.8 million
5.875% equity units (“Equity Units”) with a stated value of $2? per unit. The Equity Units include the senior
notes and purchase contracts to purchase, no later than November 15, 2006, up to 9,050,040 shares of The PMI
Group's common stock for an aggregate purchase price of $345 | : illion.!In August 2006, pursuant to the térms of
the Equity Units, the Company completed the remarketing of apqrbximélel)'r $345 million in principal amount of
senior notes maturing in November 2008, which are referred to as the 5.568% Senior Notes. As a result'of the
remarketing, the annual interest rate on these notes was réset froh 3.00% per annum to 5.568% per annum, paid
quarterly, effective from and including August 15, 2006. In cimnection with the remarketing, the Company
purchased and cancelled $300.0 million in principal amount of thé 5.568% Senior Notes, leaving $45.0 million in
principal amount of these notes outstanding after completion,ofi the remarketing. Pursuant to the terms of the
Equity Units, a significant portion of the proceeds of the remarketing was applieq to satisfy the Equity Unit
holders’ obligations under the purchase contracts to purchase between 7.3 million:and 9.1 million shares of
common stock, depending on the market price of the common stlock, upon settlement of the purchase contracts,
which occurred on November 15, 2006. Upon settiement of [the purchase contracts, the Company issued
approximately 8 million shares of common stock on November| 15, 2006 in exchange for approximately $345
million.

L)
! Pl )

2.5% Senior Convertible Debentures—In July 2006, the Company cpmincnceci an ekbhange"offef gufsuant
to which it offered to exchange a new series of our 2.50% senior convertible debentures due 2021 (reféi‘regi' to as
the “new debentures”) and an exchange fee of $3.50 per $1,00 principal__ambunt of debentufes‘ for all of our
existing 2.50% senior convertible debentures due 2021 (referred to as the “old 'debelituqu"). 'Thg purpose of the

exchange offer was to change certain terms of the old debentures,
feature. This feature allowed the Company to satisfy a portion
debentures in cash, thereby reducing the dilution associated wi

including the addition of a riet share settlement
of its obligation due upon conversion of the
h the conversion of the new debentures. This

feature also limits the dilutive impact of the new debentures on diluted eamings per share. Following.completion
of the exchange offer in August 2006, the Company had $341,478,000 in principal amount of new debentures

outstanding and $18,414,000 in principal amount of old deb
Company delivered a notice of redemption to the holders of the o
to the terms of the old debentures and the new-debentures, the d

the close of business on October 25, 2006. Holders of $3,00q

$339,000 principal amount of the new debentures converted the;
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October 25, 2006. Upon conversion of the old debentures, the Company issued 67 shares of its common stock.
No shares were issued for conversion of new debentures. On October 27, 2006, the Company redeemed the
$359.6 million aggregate pnncrpal amount of debentures that were not converted for a pnce equal to principal
amount of the debentures plus accrued and unpaid interest. -

8.309% Junior Subordinated Debentures—The Junior Subordinated Debentures bear interest at the rate of
8.309% per annum paid semiannually and mature on February 1, 2027. The Junior Debentures are redeemable at
the option of the Company on or after February 1, 2007 at a premlum or upon occurrence of.certain tax events
and mature on February 1, 2027. The Junior Subordinated Debentures are subordmaled to all senior indebtedness
of The PMI Group.

Revolving Credit Facility—In Ociober 2006, the Company entered into a $400 million revolving credit
facility and terminated its then-existing $175 million revolving credit facility. The $400 million revolving credit
facility can be utilized for workmg capital, capital expenditures and other business purposes. The facility may be
increased to $500 million at the Company’s request subject to approval by the lenders. The facility includes a
$50 million letter of credit sub-limit. The revolving credit facility contains certain financial covenants and
restrictions, including an adjusted consolidated net worth threshold and a risk-to- -capital ratio threshold of 23 to 1.
There are no amounts outstanding related to the facility. ‘There weré three letter's of crec‘ht for approx1mately $1 7
million outstanding under the revolvmg credit facility as of December 31, 2006

D. Realized Capital Loss on Suhsidiaf'ies

On October 4, 2005, the Company sold to Credit Suisse First Boston (USA), Inc. (*CSFB™) its equity
ownership interest in SPS Holding Corp. (“SPS”), whose subsidiary; Select Portfolio Servicing, Inc. (“Select
Portfolio Servicing™), is a servicer of smg]e -family residential mortgages. The Company recéived cash payments
of $98.8 million for its holdings in SPS and expects to receive additional monthly cash payments through the first
quarter of 2008 from a residual interest in mortgage servicing assets with an estimated fair value at closing of
$20.7 million. The Company has received cash payments of approximately $3. 0 millioni and $14.2 mitlion during
the fourth quarter and for the year ‘ended December 31, 2006, respectively, from the residual interest in SPS
mortgage servicing assets. As of December 31, 2006, the carrying value of this residual interest was $2.2 million,
The Company and SPS’s other former shareholders agreed to indemnify CSFB for certain liabilities relating to
SPS’s operations. As of December 31, 2006, zhe Company recorded a liability of $6.4 million with respect to this
indemnification obllganon . . ‘ RN

E. Dividends from Subsidiaries

During 2006, 2005 and 2004, the Parent Company received $360.0 mllllon $309 5 million and $ISOO
miltion, respectively, of cash dividends.
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THE PMI GROUP, INC. AND SUBSIDIARIES
SCHEDULE IV—REINSURANCE
Years ended December 31, 2006, 2005 and 2004

Assumed Percentage
from Ceded To of Amount
Gross Other -Other Net Assumed
Premiums Earned Amount Companies Companies Amount to Net
(In thousands, except percentages)
2006
Mortgage Guaranty . ..................... $1,021,535 513,053 35174058 $860,530 1.5%
2005 .
Mortgage Guaranty ................c.c0vun. $ 980,168 $16,874 $179440 $817.602 2.1%
2004
Mortgage Guaranty . ..................... $ 927553 § 7931 $165,085 $770,399 1.0%
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Exhibit

Number.

3.1

3.1a
3.2
| 41
4.2
4.3
44"
45
10.1#*
10.1a*
10.2*
10.2a*
10.3*
10.4*
10.4a*

10.4b*

INDEX TO EXHIBITS

N : Description of Exhibits

Restated Certificate of Incorporation (incorporated by reference to exhibit 3.1 to Amendment No. 1
to the registrant’s Registration Statement on Form S-1 (No. 33-88542), filed on March 2, 1995).

. Certificate of Amendment of Certificate of Incorporation (incorporated by reference to exhibit 3.1'to

the registrant’s quarterly report on Form 10-Q for the quarter ended June 30 2002
(File No. 001-13664), as amended).

Amended and Restated Bylaws (incorporated by reference to exhibit 3.2 to the registrant’s annual
report on Form 10-K for the year ended December 31, 2002 (File No. 001-13664)).

Specimen common stock certificate (incorporated by reference to exhibit 4.1 to Amendment No. 1 to
the reglstrant s Reglstratlon Statement on Form S-1 (No. 33-88542), filed on March 2, 1995).

Rights Agreement (including form of rights certificate and ceftificate of de51gnat10n) dated as of
January 26, 1998, between The PMI Group, Inc. and Mellon Investor Services LLC (formerly
'known as ChaseMellon Shareholder Services, L.L.C. (incorporated by reference to exhibit 99.1 to
the registrant’s Form 8-A12B, filed on February 2, 1998 (File No. 00i-13664)).

Junior Subordinated Indenture, dated as of February 4, 1997, between The PMI Group, Inc. and The
Bank of New York, Inc., as Trustee (incorporated by reference to exhibit 4.3 to the registrant’s
annual report on Form 10-K for the year ended December 31, 1996 (File No. 001-13664)).

Indenture, dated as of November 3, 2003, between The PMI Group, Inc. and The Bank of New York,
as trustee (incorporated by reference to exhibit 10.30 to the registrant’s annual report on
. .Form 10-K for the year ended December 31, 2003 (File No. 001-13664)).

Su;‘)pler’néﬂtal Indenture No. 1, dated as of November 3, 2003, between The PMI Group, Inc. and The
Bank of New York, as trustee (incorporated by reference to exhibit 10.31 to the registrant’s annual
report on Form 10-K for the .year ended December 31, 2003 (File No. 001-13664)).

The PMI Group, Inc. Amended and Restated Equity Incentive Plan, effective as of November 16,
2005 (incorporated by reference to exhibit 10.3 to the registrant’s current report on Form 8-K filed
on November 22, 2005 (File No. 001-13664)).

" Amendmerit No. 1, effective February 21, 2007, to The PMI Group, Inc. Amended and Restated
Equity Incentive Plan {Amended November 16, 2005) (incorporated by reference to exhibit 10.1 to
the registrant’s current report on Form 8-K filed on February 27, 2007 (File No.-001-13664)).

“ The PMI Group, Inc. Directors’ Deferred Compensation Plan, améended and restated as of July 21,
1999 (incorporated by reference to exhibit 4.2 to the registrant’s Registration Statement on
Form §-8 (No. 333-32190), filed on March 10, 2000). :

Améendment No. | to The PMI Group, Inc. Directors’ Deferred Compensation Plan (incorporated by
-reference to exhibit 10.5A to the registrant’s current report on Form 8-K, filed on December 20,
2004 (File No. 001-13664)). :

The PMI Gréup, Inc. 2005 Directors’ Deferred Compensation‘Plan (incorporated by reference to
exhibit 10.4 to the registrant’s current report on Form 8-K ﬁled on November 22, 2005
(File No. 001-13664)). -

The PMI Group, Inc. Officer Deferred Compensation Plan (effective July 1, 1997) (incorporated by
reference to Append:x D to the reglstrant s proxy statement filed on April 22, 2004
(File No. 001-13664)). :

Amendment No. | t0 The PMI Group, Inc. Officer Deferred Compensation Plan, dated December 22,
2004 (incorporated by reference to exhibit 10.21a to the registrant’s current report on Form 8-K,
filed on December 22, 2004 (File No, 001-13664)).. . S

Amendment No. 2 to The PMI Group, Inc. Officer Deferred Compensation Plan (incorporated by
reference to exhibit 4.1 to the registrant’s Registration Statement on Form S-8 filed on
December 2, 2005 (File No. 333-130103)).



Exhibit
Number

10.5*

10.6*

10.7*

10.8*

10.8a*

10.9*

10.10*

10.11*

10.12*

10.13*

10.14*

10.15%

10.16*

10.17%

10.18*

10.18a*

Description of Exhibits

The PMI Group, Inc. 2005 Officer Deferred Comper'lsation Plan (incorporated by reference to
exhibit 10.1 to the registrant’s current report on Form 8-K filed on November 22, 2005

(File No. 001-13664)).,

Form of Indemnification Agreement between The PM

I Group, Inc. and certain of its ofﬁcers and

directors (incorporated by reference to exhibit 10. }5 to the registrant’s quarterly report on
Form 10-Q for the quarter ended June 30, 2003 (File No. 001-13664)).

Form of Change of Control Employment Agreement|(incorporated by reference to exhibit 10.20 to
the registrant’s annual report on Form 10-K for the year ended December 31, 2002

(File No. 001-13664)).

Form of Stock Option Agreemert for Employees (in(jorporated by reference to exhiBit 10.24 to the
registrant’s report on Form 8-K, filed on February|23, 2005 (File No. 001-13664)).

Form of Amendment to Stock Option Agreement for Employees {(incorporated by reference to
exhibit 10.5 to the registrant’s quarterly report on Form 10-Q for the quarter ended June 30, 2005

(File No. 001-13664)).

Form of Stock Option Agreement for Directors {incorporated by reference to exhibit 10.26 to the
registrant’s quarterly report on Form 10-Q for the quarter ended June 30, 2003 (Flle

No. 001-13664)).

Form of Restricted Stock Agreement (incorporated by
current report on Form 8-K filed on May 20, 2005 (

Form of Performance Share Agreement (incorporated

reference to exhibit 10.39 to the registrant’s
File No. 001-13664)).

by reference to exhibit 10.37 to the

_ registrant’s annual report on Form 10-K for the year ended December 31, 2003 (File No. 001-

"13664)).

Form of Stock Unit Agreement for Non-Employee Dl:rectors (mcorporated by reference to exhibit

10.39 to the registrant’s current report on Form §-K,
13664)). _ ‘

Summary of Compensation Arrangements Applicable
Group, Inc. (incorporated by reference to the registi
September 15, 2005 (File No. 001-13664)).

Summary of Compensation Arrangements Applicable
Group, Inc. (incorporated by reference to the registr
May 23, 2006 (File No. 001-13664)).

dated October 15, 2004 (File No. 001-

to Non-Employee Directors of The PMI

rant’s current report on Form 8-K filed on

to the Chairman of the Board of The PMI
ant’s current report on Form 8-K filed on

The PMI Group, Inc. Supplemental Employee Retirement Plan Effective April 1, 1995 (Amended

and Restated as of September 20, 20086), {(incorpora
registrant’s current report on Form 8-K filed on Sep

The PMI Group, Inc. Additional Benefit Plan Effectiv
as of September 20, 2006), (incorporated by referen
report on Form §-K filed on September 26, 2006 (F

The PMI Group, Inc. Bonus Incentive Plan (Septembe
(incorporated by reference to exhibit 10.3 to the reg
September 26, 2006 (File No. 001-13664)).

ed by reference to exhibit 10.1 to the
tember 26, 2006 (File No. 001-13664)).

e February 18, 1999 (Amended and Restated
ce to exhibit 10.2 to the registrant’s current
le No. 001-13664)).

r 20, 2006 Amendmem and Restatement),
strant’s current report on Form 8-K filed on

The PMI Group, Inc. Retirement Plan (July 30, 2002 Restatement) (incorporated by reference to

exhibit 10.4 to the registrant’s annual report on Fo
(File No. 001-13664)).

Amendment to The PMI Group, Inc. Retirement Plan,

10-K for the year ended December 31, 2002

ated March 10, 2005 (incorporated by

reference to exhibit 10.4a to the registrant’s annual report on Form 10-K for the year ended

December 31, 2004 (Filé No. 001-13664)).




Description of Exhibits

Exhibit

Number '

10.19* Summary of Compensation Arrangements Applicable to Named Executive Officers of The PMI
Group, Inc. (incorporated by reference to the registrant’s current report on Form 8-K fited on

* February 27, 2007 (File No. 001-13664)).
Form of 1984 Master Policy of PMI Mortgage Insurance Co. (incorporated by reference to exhibit

10.20
10.5 to the registrant’s Registration Statement on Form S-1 (No, 33-88542), filed on January 17,

- 1995). -
Form of 1994 Master Policy of PMI Mortgage Insurance Co. (incorporated by reference to exhibit
10.6 to the registrant’s Registration Statement on Form S-1 (No 33-88542), filed on January 17,

1021 -

- 1993). )
Amended CMG Shareholders Agreement, dated as of June 1, 2003, between CUNA Mutual
Investment Corporauon and PMI Mortgage Insurance Co. (incorporated by reference to exhibit

10.22
10.8 the registrant’s annual report on Form 10-K for the year ended Dccember 31, 2003 (File

No. 001-13664)).
Runoff Support Agreement, dated October 28, 1994, between Allstate Insurance Company, The PMI

10.23
Group, Inc. and PMI Mortgage Insurance Co. (incorporated by reference to exhibit 10.8 to
Amendment No. |1 to the registrant’s Registration Statement on Form S-1 (No. 33-88542), filed on

March 2, 1995).

10.24 _-Form of Tax Sharing Agreement among The PMI Group, Inc., The PMI Group, Inc.’s subsidiaries
The Allstate Corporation, Allstate Insurance Company and Sears, Roebuck and Co: (incorporated
by reference to exhibit 10.17 to Amendment No. 1 to the registrant’s Registration Statement on
Form S-1 (No. 33-88542), filed on March 2, 1995). '

Morigage Insurance Variable Quota Share Reinsurance Treaty effective January 1, 1991 issued to

PMI Mortgage Insurance Co. by Hannover Ruckversicherungs-Aktiengesellschaft (“Hannover”)

1025
(incorporated by reference to exhibit 10.18 to the registrant’s Registration Statement on Form S-1

. (No. 33-88542), filed on January 17, 1995)
First Amendment to Mortgage Insurance Variable Quota Share Reinsurance Treaty made as of

10.25a irs '
January 1, 1992 between Hannover and PMI Mortgage Insurance Co. (incorporated by reference to
the exhibit 10.19 to registrant’s Registration Statement on Form S-1 (No. 33-88542), filed on

January 17, 1995). .
10.26 First Amendment to the Quota Share anary Mortgage Reinsurance Agreement (No. 15031-940)
made as of October 1, 1994 between PMI Mortgage Insurance Co. and Capital Mortgage .
Reinsurance Company {incorporated by reference to exhibit 10.22 to the registrant’s Registration
Staterment on Form 8-1 (No. 33-88542), filed on January 17, 1995).
10.27 Per Mortgage Excess of Loss Reinsurance Treaty effective Januztry 1, 1994 issued to PMI Mortgage
Insurance Co. by Hannover (incorporated by reference to exhibit 10.25 to the registrant’s
Registration Staterment on Form S-1 (No. 33-88542), filed on January 17, 1995). .
10.28 The Guarantee Agreement, dated February 4, 1997, between The PMI Group, Inc. (as Guarantor) and
The Bank of New York (as Trustee) (incorporated by reference to exhibit 10.29 to the regisirant’s
7 annual report on Form 10-K for the year ended December 31 1996 (File No. 001-13664)). ‘
10.29 Amended and Restated Trust Agreement, dated as of February 4, 1997, among The PMI Group, Inc.,
as Depositor, The Bank of New York, as Property Trustee, and The Bank of New York
~ (Delaware), as Delaware Trustee (incorporated by reference to exhibit 10.30 to the registrant’s
annual report on Form 10-K for the year ended December 31, 1996 (File No. 001-13664)).
10.30 Master Repurchase Agreement dated as of April 24, 2003 between Banc of America Securities LL.C
and The PMI Group, Inc. (incorporated by reference to exhibit 10.22 to the registrant’s quarterly
report on Form 10-Q for the quarter ended March 31, 2003 (File No. 001-13664)).

1




Exhibit
Number

10.31

10.31a

10.31b

10.31¢

10.31d

10.31e

10.32

10.33
10.34

10.35

10.36

10.37

10.38

10.38a

Description of E

xhibits

Stockholdérs” Agreement, dated as of August 3, 2003, «l;lmong Falcons Acquisition Corp., The PM1

Group, Inc., Blackstone Capital Partners IV L.P., Blackstone Capital Partners 1V-A L.P. and
Blackstone Family Investment Partnership 1V-A L.P;, Cypress Merchant Banking Partners I L.P,,
Cypress Merchant Banking II C.V., Cypress Side-by:-Side LLC, 55th Street Partners II L.P., CIVC/

FGIC Investment Company LL{C, CIVC Partners Fun

d I11, L.P., CIVC Partners Fund Il1A, L.P., and

the management investors listed therein and any othér management investors who subsequently
become a party to the agreement {*“Stockholders’ Agreement™) (incorporated by reference to exhibit
99.1 1o the registrant’s current report on Form 8-K, filed on August 6, 2003 (Fite No. 001-13664)).

First Amendment to Stockholders' Agreement, dated st of December 18, 2003 (incorporated by

reference to exhibit 10.26a to the registrant’s annua
December 31, 2004 (File No, 001-13664)).

report on Form 10-K for the year ended

Second Amendment to Stockholders’ Agreement, dated as of February 24, 2004 (incorporated by

reference to exhibit 10.26b 1o the registrant’s annua
December 31, 2004 (File No. 001-13664)).

report on Form 10-K for the year ended

Third Amendment to Stockholders’ Agreement, dated as of Jilly 14, 2004 {incorporated by reference

to exhibit 10.26c to the registrant’s annual report on
2004 (File No. 001-13664)).

Fourth Amendment to Stockholders’ Agreement, dated
reference to exhibit 10.26d to the registrant’s annual
December 31, 2005 (File No. 001-13664)).

Fifth Amendment to Stockholders' Agreement, dated 3
_reference to exhibit 10.26e to the registrant’s annual
December 31, 2005 (File No. 001-13664)).

Equity Commitment Letter, dated as of August 3, 2003
Acquisition Corp., FGIC Holdings, Inc. and General

reference to exhibit 99.2 to the registrant’s current r
(File No. 001-13664)).

Form of Note (included in Exhibit 4.5).

Form 10-K for the year ended December 31,

as of October 25, 2005 (incorporated by
report on Form 10-K for the year ended

s of January 31, 2006 (incorporated by
report on Form 10-K for the year ended

, signed by The PMI Group, Inc, Falcons
Electric Capital Corporation (incorporated by

¢port on Form 8-K, filed on August 6, 2003

Form of 6.000% Senior Note due 2016 (incorporated by reference to exhibit 10.2 to the registrant’s

quarterly report on Form 10-Q, filed on November 7
Form of 6.25% Senior Note due 2036 (incorporated by

quarterly report on Form 10-Q, filed on November 'ﬂr

, 2006 (File No. 001-13664)).

reference to exhibit 10.3 to the registrant’s
2006 (File No. 001-13664)).

Master Confirmation entered into by The PMI Group, Inc, and Goldman, Sachs & Co. on August 23,

2006 (incorporated by reference to exhibit 10.6 to th
filed on November 7, 2006 (File No. 001-13664)).

Supplemental Confirmation entered into by The PMI G
August 23, 2006 (incorporated by reference to exhib
Form 10-Q, filed on November 7, 2006 (File No. 00

Option Agreement and Contingent Payment Agreemen
Group, Inc., Credit Suisse First Boston (USA), Inc.,

e registrant’s quarterly report on Form 10-Q),

roup, Inc. and Goldman, Sachs & Co. on
t 10.7 to the registrant’s quarterly report on
-13664)). - '

, dated August 12, 2005 among The PMI
FSA Portfolio Management, Inc.; SPS

Holding Corp., Select Portfolio Servicing, Inc. and Greenrange Partners LLC (incorporated by

reference to exhibits 10.1 and 10.2 to the registrant’s
16, 2005 (File No. 001-13664)).

current report on Form 8-K filed on August

First Amendment to the Option Agreement and Contingent Payment Agreement, dated as of
October 4, 2005 among The PMI Group, Inc., CreditlSuisse First Boston (USA), Inc., FSA

Portfolio Management, Inc., SPS Holding Corp., Sel
Partners LLC (incorporated by reference to exhibit 1

8-K filed on October 11, 2005 (File No. 001-13664))

ct Portfolio Servicing, Inc. and Greenrange
.1 to the registrant’s current report on Form




Exhibit -

Number

10.39

1.1
12.1
211
23.1

3L

312
32.1
322
99,1

99.2

. Description of Exhibits

Revolving Credit Agreement, dated as of October 24, 2006, among The PMI Group, Inc., as
Borrower, Bank of America, N.A., as Administrative Agent, and the Lenders Party thereto
(incorporated by reference to exhibit 10.10.1 to the registrant’s current report on Form 8-K filed
on October 30, 2006 (File No. 001-13664)),

Statement re: Computation of Net Income Per Share.

Statement re: Computation of Ratio of Earnings to Fixed Charges.
Subsidiaries of the Registrant.

Consents of Ernst & Youné LLP.

Certificate of Chief Executive Officer. ‘

Certificate of Chief Financial Officer.

Certificate of Chief Executive Officer.

Certificate of Chief Financiall Officer.

PMI Mortgage Insurance Ltd and Subsidiaries Consolidated Financial Statements for the years ended
December 31, 2006, 2005 and 2004 (with Report of Independent Registered Public Accounting
Firm),

FGIC Corporation and SubS|d1anes Consollddted Financial Statements at December 31, 2006 {with
Report of Independent Registered Public Accounting Firm). -

* Management or director contract or compensatory plan or arrangement.




-control -over financial reporting (as defined in Exchange
_registrant and have:

I, L. Stephen Smith, certify that: :

e

1. I have reviewed this Annual Report on‘Form 10-K of

CERTIFICATION

Exhibit 31.1

The PMI Group, Inc.;

2. Based on my knowledge, this report does not contain any untrue staternent of a matenial fact or omit
1o state a material fact necessary to make the statements rr‘kade, in light.of the circumstances under which
such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements,

nd other financial information included in this

report, fairly present in all material respects the financial cqnditiop, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and 1 are responsible for establishing and maintaining
disclosure controls and procedures {as defined in Exchange Jf\ct Rules 13a-15(e) and 15d-15(e)) and internal

{a) Designed such disclosure controls and proced
procedures to be designed under our supervision, to e
registrant, including its consolidated subsidiaries, is ma
particularly during the period in which this report is being

(b) Designed such internal control over financial T
financial reporting to be designed under our supervision,
reliability of financial reporting and the preparation of
accordance with generally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant’s dis

Act Rules 13a-15(f) -and 15d-15(f)) for the

ures, or caused such disclosure controls and

sure that material information relating to the
e known to us by others within those entities,
prepared;

eporting, or caused such internal control over
to provide reasonable assurance regarding the
financial statements for external purposes in

closure controls and procedures and presented

in this report our conclusions about the effectiveness of the disclosure controls and procedures, as of the

end of the period covered by this report based on such eva

uation; and

{d) Disclosed in this report any change in the registrant’s internal control over financial reporting

that occurred during the registrant’s most recent fiscal qu

er (the registrant’s fourth fiscal guarter in the

case of an annual report) that has materially affected, or is reasonably likely to materially affect, the

registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have|disclosed, based on our most recent evaluation
of internal control over financial reporting, to the registrant’s auditors and the audit commitiee of the

registrant’s board of directors {or persons performing the equ

ivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal conirol

over financial reporting which are reasonably likely to,adI

process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves

significant role in the registrant’s internal control over fina

Date: February 28, 2007

/s/ L. STEPHEN SMITH

L. Stephen Smith
Chief Executive Officer
Principal Executive Officer

versely affect the registrant’s ability to record,

management or other employees who have a
ncial reporting.




] Exhibit 31.2
CERTIFICATION

I, Donald P. Lofe, Jr., certify that:

1. I have rewewed this Anmial Report on Form 10-K of The PMI Group, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or 0m1t
to state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this report;

" 3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presemed in this report;

4. The reglstrant s other certifying ofﬁcer(s) and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal
control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the
registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this report is being prepared,

(b) Designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision, ta provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented’
in this report our conclusions about the effectiveness of the disclosure controls and procedures, as of the
end of the period covered by this report based on such evaluation; and

{(d) Disclosed in this report any change in the registrant’s internal control over financial reporting
that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materially affected, or is reascnably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation
of internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
‘process, summarize and report financial information; and )

(b) Any fraud, whether or not material, that involves management or other employees who have a
. significant role in the registrant’s internal control over financial reporting.

Date: February 28, 2007

fs/ DonNaLD P. LoFE, JR.

Donazld P, Lofe, Jr.
Executive Vice President
and Chief Financial Officer
Principal Financial Officer




CERTIFICATIO

Exhibit 32.1

Pursuant to 18 U.S.C. Section 1350, I, L. Stephen Smith, Chief Executive Officer of The PMI Group, Inc.
(“Company’™), hereby certify that the Annual Report on Forrp 10-K of the Company for the year ended
December 31, 2006 (the “Report”) fully complies with the requirements of Section 13(a) or 15(d), as applicable,
of the Securities Exchange Act of 1934, and that the information contamed in the Report fairly presents in all
matenal reSpecls the financial condition and resuits of operauons. of the Company

fs/ L.STEPHEN SMITH

Dated: February 28, 2007 - :

.- L. Stephen Smith
* Chief Executive Officer

e,

The foregomg certification is being furnished solely pursuant to 18 U S.C. Section 1350 and is not being

ﬁled as part of the Report or as a separate disclosure document
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Exhibit 32.2
CERTIFICATION

Pursuant to 18 U.S.C. Section 1350, I, Donald P, Lofe, Jr., Chief Financial Officer of The PMI Group, Inc.
(*Company™), hereby certify that the Annual Report on Form 10-K of the Company for the year ended
December 31, 2006 (the “Report™) fully complies with the requirements of Section 13(a) or 15(d), as applicable,
of the Securities Exchange Act of 1934, and that the information contained in the Report fairly presents, in all
material respects, the financial condition and results of operations of the Company.

Dated: Febroary 28, 2007 is/  DoNaLD P, LOFE, JR.

Donald P. Lofe, Jr.
Chief Financial Officer

The foregoing certification is being furnished solely pursuant to 18 U.S.C. Section 1350 and is not being
filed as part of the Report or as a separate disclosure document.
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EXECUTIVE OFFICERS OF PMI/

L. Stephen Smith

Chief Executive Officer, President, and Chief
Operating Officer, The PMI Group, Inc.
Chairman of the Board and Chief Executive
Officer, PMI Mortgage Insurance Co.

Bradley M. Shuster

President, International and Strategic Invest-
ments, The PMI Group, Inc.

President and Chief Executive Qfficer,

PMI Capital Corporation

David H, Katkov

Executive Vice President, The PMI Group, Inc.
President and Chief Operating Officer,

PMI Mortgage Insurance Co.

Donald P. Lofe, Jr,
Executive Vice President and Chief Financial
Oftficer, The PMI Group, Inc.

Victor J. Bacigalupi

Executive Vice President, Chief Administrative
Officer, General Counset and Secretary,

The PMI Group, Inc.

Joanne M. Berkowitz
Executive Vice President and Chief Enterprise
Risk Officer, The PMI Group, Inc.

Lioyd A. Porter

Executive Vice President and Managing Director,
International Mortgage Insurance, PMI Capital
Corporation

Daniel L. Roberts

Executive Vice President and Chief Information
Officer, Corporate Technology Solutions,

The PMI Group, Inc.

INVESTCR AND MEDIA INQUIRIES /

Cur annual report on Form 10-K, quarterly reports
on Form 10-Q, proxy statement, investor informa-
tion and media packets may be obtained at ne
cost by calling the Investor Relations Department
at 888.641.4764., Links to our SEC filings, press
refeases, and product and other information may
be found on our website {(www.pmigroup.com).

Our Code of Business Conduct and Ethics, Code
of Ethics for Senior Financial Officers, Board
Guidelines on Significant Corporate Governance
Issues, Board committee charters and other infor-
mation relating to our corporate gevernance are
also available on our website (www.pmigroup.
com} or in print upon request by calling the lnves-
tor Relations Department at 888.641.4764.

QUARTERLY INFCRMATION /

Quarterly earnings releases are available on our
website {www.pmigroup.com) or by calling the
Investor Relations Department at 888.641.4764.

STOCK EXCHANGE LISTING /

The PMI Group, Inc. is listed on the New York Stock
Exchange under the trading symbcl PMI.

TRANSFER AGENT SHAREHOLDER RECORDS /

For information regarding registered stock (indi-
vidual stock records, dividend checks or stock
certificates):

AMERICAN STOCK TRANSFER & TRUST
COMPANY /

59 Maiden Lane

Plaza Level

New York, NY 10038
800.937.5449
www.amstock.com

email: info@amstock.com

The PMI Group Inc. Dividend Reinvestment and
Direct Stock Purchase Plan (the Plan) is available
for the convenience of our investors and share-
holders and to promote long term investment in
the PMI Group, Inc.'s common stock. The Plan
is sponsored and administered by the Company's
stock transfer agent, American Stock Transfer &
Trust Company, and offers participants the ability
to reinvest cash dividends and make periedic sup-
plemental cash payments to purchase additional
shares conveniently and economically

INDEPENDENT AUDITORS / 4

Ernst & Young LLP
725 S. Figuerca
Los Angeles, CA 90017

ANNUAL MEETING

All shareholders are cordially invited to attend
the annual meeting of The PMI Group, Inc.

Thursday, May 17, 2007, 9:00 a.m,
PMI Plaza, First Floor Conference Center
3003 Qak Road, Walnut Creek, CA 94597
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